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PART A 


TAXATION OF INDIVIDUALS 
AND FAMILIES 


CHAPTER 7 
TAXATION BASED ON ABILITY TO PAY 


For centuries men have been seeking some general principle that eould 
be used to apportion the burden of taxation in an equitable manner. Two 
Streams of thought have emerged from this great debate. The benefit 
approach postulates that equity is served if taxes are apportioned according 
to the benefits derived from government by particular individuals, Or groups 
of individuals. Under this approach, taxes are treated as a payment for the 
goods and services provided by the government. If these goods and services 
reflect the wishes of the people, so goes the argument, the imposition of 
taxes on those who benefit can be treated as a fair exchange, similar to. 
the exchanges that take place in the market. The other train of thought, 
the ability-to-pay approach, largely ignores what the government provides 
to the members of society by way of goods or services, and takes the posi- 
tion that taxes are equitable when they are levied according to a defined 


tax capacity, or ability to pay, of individuals or groups. 


It will be amply evident from earlier statements made in this Report 
that we favour very strongly the ability-to-pay approach. The benefit 
approach in our view has very serious practical and theoretical deficien- 
cies a In a few areas of public expenditure where a very close relation- 
ship can be established between outlay and benefit, a specific levy may be 
appropriate. The most obvious example is that of the gasoline tax imposed 
to support highway expenditure, and to some extent the real property tax 
where some of the services provided by a municipality are of direct benefit 
to the owners of property: But the list of such instances is short. A 
careful examination of the goods and services provided by government or 
government enterprises does not suggest that greater emphasis should be 
placed on the benefit approach in Canadian taxation. We base this con- 


clusion on three considerations; 


Le The redistribution of purchasing power, which we believe to be an 
important function of government, would be precluded if all public 
expenditures were financed by taxes levied according to the benefits 
received, if benefits are narrowly defined. It is the people with the 
least economic power who are most in need and benefit most from public 
expenditures. If the benefit approach were applied exclusively, the 
more the government did to help this group, the more it would have to 


pay in taxes. The whole transfer process would thus be frustrated. 


Le There are many expensive government services that bestow benefits 
that cannot be allocated to specific individuals ina Capea ae 
accepted manner. For example, to assert that a particular individual 
must pay a certain proportion of the nation's defence bill, because 16 
had been decided that he had enjoyed that proportion of the benefit, 


would be outrageously high-handed. 


Dis Some government goods and services, such as education, provide benefits 
that accrue partly to the users and partly to society as a whole. 
There is no problem in assigning some of the benefits to the actual 
users of such government services, but there are serious problems in 
trying to determine the relative importance of the direct and in- 
direct benefits. Furthermore, the allocation of the indirect benefits 
among all the people would pose the same problems as the allocation 
of the benefits from such things as defence expenditures. Any assign- 
ment of indirect benefits would be completely arbitrary and, we believe, 
capricious. Indeed, because some of the indirect beneficiaries may 
live outside our tax jurisdiction altogether, the complete allocation 


of the indirect benefits would be futile. 


The other concept, taxation according to ability to pay, is inherently 
as arbitrary as the benefit approach, in the sense that the fundamental 
propositions on which it is based cannot be proved or disproved. There is, 


however, an important difference. We do not believe there is an equitable 


method of allocating taxes according to the benefits of government expendi- 
tures. There are, however, principles that we believe provide a fair basis 
for the allocation of taxes according to ability to pay. We can do no more 


in designing a tax system than found it upon these principles. 


In a democracy, equity questions ultimately must be resolved in terms 
of the shared values of the people. There is no higher authority. It is 
our earnest hope that the ability-to-pay principles in which we believe, 
and from which we have derived our major recommendations, commend them- 


selves to most Canadians. 


DEFINITION OF ABILITY TO PAY 


In our judgment taxes should be allocated among tax units in proportion 
to their ability to pay. We believe this would be achieved when taxes were 
allocated in proportion to the discretionary economic power of tax units. 
This statement is only meaningful if the term "discretionary economic power" 
is defined. For this purpose we have found it useful to think of discre- 
tionary economic power as the product of the tax unit's total economic 
power and the fraction of the total economic power available for the dis- 
cretionary use of the unit. By "tax units" we mean families and unattached 
individuals. By "total economic power" we mean the power of a tax unit to 
command goods and services for personal use, whether the power is exercised 
or not. By the "fraction of the total economic power available for discre- 
tionary use", we mean the proportion of the unit's total economic power that 
does not have to be exercised to maintain the members of the unit. Mainten- 
ance is not synonomous with bare, physical subsistence. Rather, it denotes 
the provision of the services necessary to maintain the appropriate standard 


of living of the family or unattached individual relative to others. 


Later in this chapter we discuss the concept of total economic power. 
But to be able to derive the major implications of our ability-to-pay 


principles, we can anticipate that discussion and say that we believe the 


total economic power of tax units, relative to one another, can best be 


measured over time by the adoption of what we have called a comprehensive 


tax base. This base would constitute a great broadening of the present 


income tax base, but for expository convenience we call the base “income”. 


It should be borne in mind, however, that our concept of "income" encom- 


passes much more than the present tax base. 


To be more explicit about the concept of ability to pay, we believe 


allocation of taxes in accordance with ability to pay requires adherence 


five fundamental principles: 


Ls Families and unattacned individuals should be treated as the basic 


the 


to 


tax-paying units, that is, the entities with potential ability to pay. 


Ze Taxes should be allocated among tax units in proportion to ability to 


pay. Specifically, the tax allocated to unit A should bear the same 


relationship to the tax allocated to unit B, that the ability to pay 


of A bears to the ability to pay of B. 


to its discretionary income. In other words, the ability to pay of 


Ds The ability to pay of a tax unit should be assumed to be proportionate 


unit A should be assumed to bear the same relationship to the ability 


to pay of unit B, that the discretionary income of A bears to the 


discretionary income of B. 


4. The discretionary income of a tax unit should be assumed to be equal 


to the total income of the unit multiplied by the fraction of that 


income available for the discretionary use of the unit. 


7. It should be assumed that, other things being equal, the greater the 


income of a tax unit the larger will be the fraction of that income 


available for discretionary use. 


The meaning of these principles can be clarified by a simple hypo- 


thetical example. Suppose that tax unit A has an income of $10,000, and 


that one tenth of this income can be spent or not spent at the discretion 
of A. Suppose further that B has an income of $20,000 and two tenths of 
this income is available for the discretionary use of B. According to our 
ability-to-pay principles the relative taxes imposed on A and B should be 


as follows: 


fraction available for 


tax on A # income of A x discretiona use of A 
tax on B income of B x fraction available for 


discretionary use of B 


10,000 x 0.10 
£51000 %0620 


From this calculation it follows that the tax on B's income would be four 
times the tax on A's income. If a total revenue of $1,000 is to be raised 
from A and B, the rate of tax on the discretionary income of each unit 


should be 20 per cent (that is, 20 per cent of $1,000 and $4,000). 


This example perhaps gives a misleading impression of precision of the 
principles we espouse. To apply these principles, the concept of income 
must be defined and applied on a consistent basis. Furthermore, the fraction 
of a tax unit's income available for discretionary use is not an objective 
phenomenon. It can only be determined on the basis of judgment. But the 
foregoing principles have the virtue that they make our fundamental beliefs 


explicit and provide a framework within which judgments can be made. 


Once an income tax base is established that measures the relative 
total economic power of tax units, an equitable allocation of taxes among 
units would be achieved when fair and reasonable judgments were made about 
the relative differences in the fractions of income available for dis- 
cretionary use in different circumstances. In our opinion the following 


three factors should be recognized: 


lL. Differences in income. 
2. Differences in family responsibilities. 
2% Differences in certain specific non-discretionary expenditures. 


We will briefly discuss how each of these circumstances should be 
taken into account. 


Recognition of 
Differences in Income 


As stated above in the fifth ability-to-pay principle, we believe that 
the level of a tax unit's income and the proportion of that income avail- 
able for discretionary use are not independent. Other things being equal, 
the greater the income of the unit the greater is the fraction available 
for discretionary use. As illustrated in the foregoing example, we believe 
a tax unit with an income of $10,000 has a smaller proportion of that 
income available for discretionary use than an identical family with an 


income of $20,000. 


This general principle must be supplemented by two additional assump- 
tions in order to derive precise rules for allocating taxes among tax units 
in proportion to their respective abilities to pay. We believe that the 


following assumptions give fair and reasonable results: 


i All income of a tax unit in excess of some amount is assumed to be 
available for discretionary use. We have taken this amount to be 


$100,000, 2/ 


a Below this limit, equal proportionate differences in income are associated 
with equal absolute differences in the fraction of income available 


for discretionary use 3/, 


The first of these assumptions constitutes an implicit re jection of 


the belief that non-discretionary expenses are those necessary for physical 


\O 


subsistence, for the subsistence approach would imply that non-discretionary 
expenses do not change with income. This in turn would call for the 
application of a constant rate of tax to a base consisting of total income 
less a fixed exemption. We believe that most non-discretionary expenses 


increase, although not proportionately, as income rises. 


The second assumption is the simplest we could make that was consistent 
with our belief that the fraction of income available for discretionary use 
rises rapidly at the lower end of the income scale, and that upper middle 
income tax units have a substantial fraction of their income available for 


discretionary use. 


Although there are various methods that could be adopted to allocate 
taxes in accordance with the foregoing principles and assumptions, one 
method of ecuiering an equitable result under an income tax would be to 
establish an ascending schedule of proportions of income that would represent 
discretionary economic power, and then subject these to a proportional tax. 
However, a more familiar method to achieve the same result would be to apply 
to a base that measures the total economic power of each tax unit a schedule 
of progressive rates of tax. We believe this schedule of rates should have 


the following characteristics: 

1. The top marginal rate of tax is reached at an income of $100,000. 
a Brackets encompass equal percentage differences in income. 

pr Marginal rates rise by equal amounts from bracket to bracket. 

i. The top marginal rate is consistent with revenue requirements. 


In Table 7-l we have drawn up a hypothetical rate schedule consistent 
with our ability-to-pay principle to illustrate what is involved. The 


following assumptions are contained in the table: 


10 


1. The assumed rate of tax on discretionary income equals the top marginal 


rate of tax. 


The marginal rate of tax on the income in each bracket equals the top 


ND 


marginal rate of tax multiplied by the assumed fraction. of income in 


that bracket available for discretionary use. 


: The marginal rates are predetermined once the rate of tax on discretion- 


\N 


ary income, the lower limit of the top bracket, the number of brackets, 
and the discretionary income fraction for each bracket have been estab- 


lished. 


4, It should be stressed that this rate schedule is hypothetical and is 
intended only to show the operation of the principles we have developed 
concerning ability to pay. in heneae of other objectives and constraints 
must be taken into account. These are discussed and proposed rates 


schedules are presented in Chapter ll. 


Tt can also be seen from Table 7-1 that taxes can be allocated in 


accordance with our ability-to-pay principles in any of the following ways: 


hs By the application of a uniform rate of tax to a base that measures the 


discretionary income of each unit (columns } and 5). 


ee By the application of an average rate of tax to a base that measures 
the total income of the unit, where the average rate is greater the 


greater the total income of the unit (column 7). 


os By the application of progressive marginal rates of tax to a base that 


measures the total income of the unit (colum 6). 


The distinction that is often made between systems that impose tax at 
a constant rate, method 1, and systems that impose tax at progressive rates, 
methods 2 and 5, is not fundamental. By adjusting the base it is possible 


to achieve the same result in either way. The important distinction is 
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between systems that assume that discretionary income is a constant fraction 
of total income throughout most of the income range and those that do not. 
We are firmly convinced that the latter assumption is valid. We therefore 
reject proportionate taxation except for income in excess of a generous 


limit. 


We stressed in Chapter 6 the great importance we attach to the re- 
distributive function of the fiscal system. The adoption of a tax system 
that would subject a base that measures the total economic power of each 
unit to a schedule of progressive marginal rates with the attributes we 
have just specified would ensure that the costs of government transfers and 
expenditures were allocated among Canadians in proportion to their abilities 
to pay. Such a tax system, when combined with a progressive transfer- 
expenditure system that provided relatively greater benefits to low income 


families and individuals, would achieve the following results: 


Rs Low income families and individuals would become net beneficiaries of 


government. 


Ce Middle and upper income families and individuals would become net 


contributors to government. 


Dy The lower the income of the family or individual the greater the 


relative net benefit obtained from government. 


These results are as they should be in a society committed to providing 
greater equality of opportunity and improving the well-being of those who 
have the least economic power. 


Recognition of Differences 
in Family Responsibilities 


Under the present tax system the individual is treated as the basic tax- 


paying unit. In our opinion this is too narrow an approach. We believe it 


is important that the tax system should recognize the existence of the family 
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as the primary social unit. Where there is a family, it is the discretionary 
ecouomic power of the family, rather than of its separate members, that 
should be taken into account. In most families incomes are pooled, major 
decisions are collective, and responsibilities are shared. We therefore 
advocate a system that treats the family and the unattached individual as 


the basic units for taxation. 


In our opinion, the family should be defined to include husband and 
wife and, with certain exceptions, minor dependent children. The incomes 
of the members of the family thus defined should be treated as a unit. 
Transactions between the members of the family should be ignored for tax 
purposes. Gifts from one tax unit to another should be brought into the 
income of the recipient unit. With the exception of certain gifts in sup- 
port of close relatives, and gifts to recognized charities, the tax system 
should treat the making of gifts as a discretionary use of income. There- 
fore, units that make gifts should not have their taxes reduced relative to 


those that do not. 


Although we are convinced that the incomes of all members of the family 
should be aggregated, tax units with the same total economic power do not 
have the same fraction of that power available for discretionary use when 
they have different family responsibilities. To be consistent with our 
ability-to-pay principles, the taxes payable by units with the same bases 
but different family responsibilities should reflect these relative dif- 
ferences. The family responsibilities affect the fraction that is available 


for discretionary use. 
This raises three questions: 


1. What differences in family responsibilities should be recognized by 


the tax system? 


2+ What is the relative difference in the fraction of income available for 


discretionary use between tax units with different family responsibilities? 


Vt 


5 What specific tax structure provisions should be adopted to bring 


about the required relative differences in taxes? 


The most obvious and substantive differences between tax units that 
result in differences in the fraction of the unit's total economic power 
available for discretionary use are differences in marital status and 
differences in the numbers of dependants. In particular, we believe that 


the system should distinguish between tax units with the following charac- 


teristics: 

1. Unattached individuals. 

2s Married couples without dependent children. 

oy Married couples with different numbers of dependent children. 


We believe that, in general, a married couple has a smaller fraction 
of its total economic power available for discretionary use than an un- 
attached individual with the same total economic power. The popular saying 
notwithstanding, two cannot live as cheaply as one. Therefore, the tax 
system should allocate a smaller tax to a married couple than to a bachelor 
with the same income. We also believe that in general when two people with 
the same income marry, the total tax on the couple should be greater than 
the sum of the taxes they paid when single. This increase is necessary to 
reflect the fact that there are some economies to be realized through living 


together. The basic relationships we accept are illustrated in Table {-2. y/ 


It is our view that an unmarried man with an income of $10 ,000 
should pay taxes that are higher than those paid by a couple with the same 
income. This reflects our belief that the bachelor has a larger part of 
his income to spend as he sees fit than has a married couple with the same 
income. However, should two people, each with an income of $5,000, marry 
and continue to receive the same incomes, the tax levied on the couple, 


while less than the tax on an unattached individual with an income of $10,000, 


should be greater than the sum of the taxes they vaid when single. The 
higher tax on the couple refiects our belief that because of the economies 
of living together, a larger fraction of the ageregate income of the couple 
is available for discretionary use than the fractions that applied to their 


separate incomes before marriage. 


TABLE 7-2 


ILLUSTRATION OF THE EFFECT OF MARRIAGE ON THE FRACTION 
OF INCOME AVAILABLE FOR DISCRETIONARY USE 


Single Married 
Individuals Couples 
Income Base $10,000 $20,000 $20 , OOO $40,000 
Assumed Fraction of 
Income Available for 
Discretionary Use a/ 0.591 0.501 0.397 0.554 
Measure of Discretionary 
Economic Power Se.G10 .  S10.050 $7,954 $22,154 
Assumed Rate of Tax on 
Discretionary Income 50% 50% 50% 50% 
Tax Liability $1,955 $5,015 $3,977 $11,077 
Average Rate of Tax on 
Income Base 19.5% 25.0% 19.8% 27.1% 


a/ These average rates are consistent with the rate schedules recommended 
in Chapter ll. 


Some figures may not be precise due to rounding. 


It is also our belief that the relative differences in the taxes imposed 
on single individuals and couples should change with income. At the bottom 
of the income scale there are often diseconomies to marriage. Unmarried 
individuals with low incomes can, for instance, share living accommodation 
with more than one other person. On marriage, separate accommodation for 
the couple is generally required, as are expenses associated with the 


establishment of a household. When the incomes of the individuals are low, 
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these accommodations and household establishment expenses are probably 
greater than the savings possible on other living expenses, Consequently, 
we believe that there should be a lower tax for low income individuals, 
upon marriage, so that the total tax on the couple would in no case be 


ereater than the sum of the taxes on the separate individuals, 


At the very top of the income scale, marital status has relatively 
little effect on discretionary economic power. When two wealthy individuals 
marry, their total tax should be greater than the sum of the taxes they paid 
as single individuals to take into account the economies of living together, 
but these economies are small when compared to their income, The increase 
in tax upon marriage for such people should consequently be relatively 
smaller than for individuals with less income who marry. These more complex 


relationships are considered in greater detail in Chapter ll. 


To achieve the desired relationship between the taxes levied on the 
incomes of unattached individuals and married couples, we advocate the 
adoption of two distinct rate schedules; one for each type of tax unit. We 
reject the use of one schedule and the adoption of a fixed exemption or tax 
credit to differentiate the taxes levied on the two kinds of units. To use 
one schedule for both kinds of units and a fixed exemption for the couple 
would be tantamount to the acceptance of the assumption that the extra non- 
discretionary expenses of a couple not only increase with income but increase 
at the same rate as the marginal rates of tax increase with income, This 
we cannot accept, We believe that when the level of income is substantial, 
the fraction of additional income available for discretionary use is the 
same ror the couple as for the unattached individual, Adoption of an 
exemption would give an unwarranted tax reduction to upper income couples 


and would not be sufficiently generous for low income couples, 


The adoption of a credit to differentiate the tax on couples and un- 
attached individuals would pose exactly the opposite problem, This would 


be tantamount to the acceptance of the assumption that the extra non- 
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discretionary expenses of the couple do not increase with income. If a 
Substantial credit were provided, this would be too generous for low income 


couples and not sufficiently generous for middle and upper income couples. 


By adopting two rate schedules a middle ground can be taken, and the 
relationship between the taxes on unattached individuals and couples can be 


more precisely adjusted to achieve an equitable result. 


We believe that couples with dependent children have a smaller fraction 
of their total income available for discretionary use than childless couples. 
The more children the couple have, the smaller the fraction of income avail- 
able for discretionary use. The first child is, however, more expensive 
than subsequent children because the living accommodation adequate for a 
childless couple is often unsuitable for children. However, the same 


clothing and equipment can often be used for subsequent children. 


The actual expenses of parents which arise from the existence of 
children probably increase with income, but not as rapidly as the marginal 
rates of tax increase with income. The use of exemptions for children is 
Perea an inappropriate technique for differentiating the tax burdens 
between couples with and without children. ‘The adoption of a system of 
credits probably errs in the other direction. The most refined technique 
would be to adopt separate rate schedules for tax units with one child, 
two children, three children, and so on. But additional rate schedules to 
differentiate couples with different numbers of dependent children would 
introduce complexities for taxpayers that would not be justified by the 
relatively small amounts involved. Credits against tax are simpler and the 
inherent bias of fixed credits would be in favour of low income families as 
we think it should be. To recognize the sreater expenses associated wit 
the first child, a larger credit should be provided for the first child than 


for additional children. 
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The aifferences in the fraction of income which we assume to be avail- 
able for discretionary use, for couples without children and couples with 


one child, are illustrated in Table 7-5. 


TABLE 7-3 


RELATIVE REDUCTION IN AVERAGE TAX RATES TO REFLECT THE REDUCED 
FRACTION OF INCOME AVAILABLE FOR DISCRETIONARY USE FOR COUPLES 
WITH DIFFERENT INCOMES, WITH OR WITHOUT CHILDREN 


Low Income Couple High Income Couple 
Childless With One Child Childless With One Child 

Income Base $5 , 000 $5,000 $30,000 $30 , 000 
Assumed Fraction of 

Income Available 

for Discretionary 

Use 0.183 0.143 0.485 0.478 
Measure of Discre- 

tionary Economic 

Power $ 914 Sipe isles oh $14, 354 
Assumed Rate of 

Tax on Discre- 

tionary Income 50% 50% 50% 50% 
Tax Liability $ 457 $ 357 $ 7,277 $ 7,177 
Average Rate of 

Tax on Income 

Base a/ 9.1% 7.1 2h 2% 2h 0% 


a/ These average rates are consistent with the rate schedules recommended 
in Chapter ll. 


Some figures may not be precise due to rounding. 
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Recognition of Differences in Specific 
Non-Discretionary Expenses 

The data given in Table 7-3 reflect the assumed general relationship 
between income and discretionary income for tax units with different 
family responsibilities. However, some specific non-discretionary personal 
expenses are made by some tax units but not by others. The allocation of 
taxes in accordance with ability to pay requires that tax units with these 
expenses should pay lower taxes than units with the same family responsi- 
bilities and the same income who do not have the Same special expenses. 
At least some part of the following expenses are, we believe, non- 


discretionary: 

2 Extraordinary medical expenses. 

ae Gifts to close relatives to provide them with support. 

ae The special expenses of working mothers with young children. 


It is implied by our ability-to-pay principles that these specific 
expenses should be taken into account by providing a credit against tax 
equal to the top marginal rate multiplied by the amount of the expense. 
This is equivalent to reducing the discretionary income of the tax unit by 
the amount of the specific non-discretionary expenditures. This can best 


be explained by a simple example. 


Suppose that a taxpayer with an income of $6,250 has a specific 
non-discretionary expense of $750. Suppose further that the rates of tax 
are as provided in the hypothetical schedule given in Table 7-1. As can 
be seen from the table, it has been assumed in constructing the schedule 
that a taxpayer with an income of $6,250 has $2,520 in discretionary income. 
With a rate of tax on discretionary income of 50 per cent, the tax on this 


income would be $1,260. However, if the taxpayer has a specific non- 
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discretionary expense of $750, his discretionary income is $1,770 rather 
than $2,520. His tax should therefore be 50 per cent of $1,770, or $885, 
rather than $1,260. By providing a credit equal to 50 per cent of the 

$750 specific non-discretionary expense against the $1,260 tax liability 
on an income of $6,250, the net liability would be reduced to $885 as it 


should be. 


The "ideal" approach poses the problem of estimating the non- 
discretionary component of actual expenses. What part of the money given 
to a close relative is "support", and what part is a gift? To what extent 
does a baby-sitter hired by a working mother perform the services of a maid? 
These impossible valuation problems can be avoided or reduced, while 
recognizing these non-discretionary expenses, by providing fixed, arbitrary 


credits unrelated to the amounts actually expended or by placing limits 


on the amounts of the credits. 


The possibility of the introduction of some form of universal and 
compulsory medicare introduces special considerations with respect to 


medical expenses as discussed in Chapter 12. 


Later in the Report we recommend special credits for the costs of post- 
secondary education, deductions for charitable donations, and exemption for 
certain gifts received. These are recommended as incentives in the first 


two cases and largely as an administrative convenience in the latter case. 


BASIC EXEMPTIONS 


In arriving at the income levels at which tax liabilities should begin, 
we have taken into account, as far as possible, the redistributional effects 


of other taxes, government transfer payments, and government expenditures. 


We have not tried to exclude from personal income tax an absolute amount 

that purports to be the income necessary to maintain a minimum standard 

of living. The idea that income taxes should not reduce income below 
"subsistence" is laudable in its intention but, we believe, misconceived. 
Subsistence has no absolute meaning. It is the relative positions of 
individuals and families that are important. Furthermore, neither exemptions 
from tax nor credits against tax can ensure that every Canadian has a 
minimum income. This objective can Only be achieved through increased 
government transfer payments including, for example, refundable credits 
against taxes. The income tax system as such cannot be used to help 


people without income—those who most need the help. 


We are convinced, however, that the first dollars of income should 
not be subject to tax. Clearly the fraction of income available for 
discretionary use is extraordinarily small for a family with an income 
of, say, $2,000. Moreover, such a family bears sales and property taxes 
that are disproportionately large relative to its ability to pay... To 
reflect our belief that those with low incomes have little if any dis- 
cretionary power, and to compensate for these other taxes, we recommend 
two zero brackets: one for unattached individuals and one Tom Tanily 
tax units. These zero rate brackets are equivalent to the adoption 
of exemptions equal to the zero brackets, or schedules of rates that 
tax income in the first bracket but allow credits that just offset the 


tax on the first bracket. 


It is sometimes argued that exemptions should reflect regional 
dirferences in living costs. There is no doubt that in some remote 


areas of Canada living costs are extremely high because of high trans- 


portation costs. In order to attract workers to these areas employers 


ine) 
ine) 


have to pay high wages and salaries. To exempt a higher proportion 
of the incomes of people living in these remote areas would be, in 
effect, to subsidize their employers. We think it would be most unwise 
to hide the real costs of the Gevelopment of remote areas through a 
personal income tax exemption. To introduce regional differences into 
the tax system would, moreover, produce an endless factious debate. 
If it is government policy to accelerate such development, we would 


recommend that subsidies be granted openly and explicitly. 


ECONOMIC POWER 


In order to allocate taxes in accordance with the equity principles 
we espouse, we must specify a tax base that would estimate consistently 
the economic power of each individual and family relative to others. 
There is, of course, a variety of methods by which economic power, 
the ability to command goods and services for personal use, can be 
estimated. Some are conceptually pure but impossible to administer; 
others are readily administered but depart significantly from the 
spirit of the Sean The proodlem is to specify a tax base that main- 


tains the integrity of the concent without creating insuperable adminis- 


At a point in time, a person's economic power can be measured 
by the market value of his net assets S/. The money he holds and the 
money he could obtain by exchanging his other assets for money, deter- 


mines his personal command over goods and services (given prevailing 


prices). 


But this is not a useful measure in our context. If the tax base of 


each taxable unit were measured by the market value of the unit's assets, 


xcluding human capital, 6/ on a given date each year, the units that 
derived all of their income from personal effort could easily arrange their 
affairs so that they received and spent large sums between these dates but 
yet nad no marketable assets on these dates. Such a tax-planning prodigal 
who received employment income could arrange to have little if any economic 
power on the crucial date if such a measure were used, despite the fact 

that he had exercised economic power whenever he consumed goods and services 
during the year. The financial or physical assets of the saver would , 


however, be taxed year after year. 


These problems can be avoided by measuring all changes in economic 
power over a period of time rather than economic power at a particular 
point in time. The choice of any time period is inherently arbitrary. The 
conventional choice is, of course, the calendar year. Using this unit of 
time, a tax unit's economic power can be measured as the sum of the 


following: 7/ 


be The market value of the goods and services used up by the tax unit 


during the year to satisfy its own wants (consumption). 


2. Tne market value of the goods or services given to other tax units 


during the year (gifts). 


The change over the year in the market value of the total net assets 
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held by the tax unit (current saving = change in net worth = change 
in wealth). This may be either a positive or a negative figure in 


any time period. 


Given our definition of economic power there can be no doubt that item 1, 
consumption, should be included in the annual tax base. This measures the goods 
and services that the tax unit actually commanded over the year. The value of 
gifts made by the tax. unit to other tax units, item 2, are included because 


they represent consumption goods and services the tax unit could have commanded 
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in the year had it chosen not to transfer this command to someone else. The 
making of a gift is a form of exercise of economic power. Inclusion of item 
3, the change in the market value of the unit's net assets over the year, 
would result in taxing the change in the potential command over goods and 
services after taking into account the command actually exercised during the 


period. 


By taxing in each year the actual consumption plus the change in poten- 
tial consumption over the year, rather than the potential at some point of 
time during the year, the tax base given above avoids the valuation of 
human capital and avoids the repeated taxation of the same net assets year 
after year. This is not to deny that taxing this base involves taxing ad- 
ditions to assets and also taxing the returns that may later be earned by 
these assets. By taxing the change in net assets each year, from the 
beginning to the end of each person's life, the system would succeed in 


taxing all the tax unit's wealth once, but only once. 


It is not suggested that this concept of the tax base should be written 
into the Canadian taxing statute. For a number of reasons that we discuss 
in Chapter 8, this concept must be reformulated, and modified to arrive at an 
administratively feasible tax base. But if these practical problems are 
ignored for the moment, one of the main points we want to make can be seen. 
The proposed tax base must of necessity take into account all of a person's 
net gains over the year. All gains, after meeting the expenses necessary to 
generate them, must be reflected in the base because all of them must be 
disposed of in one of the three ways we have specified in the tax base. The 
distinction between wages, interest, dividends, business income, gains on 
shares, bequests, sweepstake winnings, and So on, all would disappear. Be- 
cause it encompasses more than the present tax base, we have called our new 


concept the "comprehensive tax base". 


We believe that the comprehensive tax base would measure the relative 


economic power of individuals and families on a consistent pasis. Its very 
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consistency would in fact produce a radical change from the present income 
tax base. Whether one wishes to consider it as a great broadening of the 
concept of income or as a fundamentally different tax base is of little 
consequence. Certainly we do not think that anything is to be achieved in 
this context by a debate about the meaning of words. It ultimately does not 
matter whether capital gains, gifts and bequests are or are not called "income". 
What does matter is that these things increase the economic power of those 
who are fortunate enough to receive them, and therefore should be taxed like 
wages, salaries, rent, dividends, interest and so on. If economic power is 
increased it does not matter in principle whether it was earned or unearned, 
from domestic or foreign sources, in money or in kind, anticipated or un- 
anticipated, intended or inadvertent, recurrent or non-recurrent, realized 
or unrealized. When we use the term "income" in the context of the tax 
system we are proposing, we mean the comprehensive tax base as we have just 


described it. 


Our acceptance of the comprehensive tax base is an implicit rejection 
of the allocation of taxes in accordance with either wealth or consumption. 
We want to make our reasons for rejecting them explicit. 

Consumption Expenditure 
as a Tax Base 

To tax consumption expenditure rather than the comprehensive tax base 
would in effect exempt current saving, that is, additions to wealth, from 
tax. If adequate aggregate demand were maintained, this exemption probably 
would increase, although not dramatically, the rate of domestic saving. 
This in turn would increase the rate of capital formation or reduce Canada's 
reliance on foreign saving. In either case the future output of goods and 
Services available to Canadians would be increased. As we stressed in 
Chapter }4, however, this improvement in the future economic welfare of 
Canadians would not be costless; until Canada realized the potential growth 


rate that could be achieved virtually without cost, it would seem foolish to 


recommend that domestic saving be increased in this way. Even if a higher 
saving rate were required to meet a target growth rate set by government, 
there are alternative methods by which domestic saving could be increased 
more equitably. These are discussed in Chapter 4. We can see no reason on 
equity grounds to discriminate between the dollar destined for consumption 


and the dollar destined for the acquisition or property rights and interests. 


For the vast majority of people, the choice between the comprehensive 
tax base and a consumption expenditure tax base would probably affect little 
more than the timing of their taxes. Most of us come into the world with 
nothing and leave it in much the same state: we neither make nor receive 
significant gifts; we neither inherit nor leave large estates; over our 
lives our consumption expenditures approximately equal our income. A more 
favourable tax treatment of saving would be unlikely to induce most of us to 
accumulate wealth so that we could give or bequeath it to others. The taxa- 
tion of consumption rather than income, broadly defined, would therefore 
serve but to shift the tax burden from middle age, when saving usually is 
at its peak, to youth and old age when funds are usually being borrowed or 
assets drawn down. We are convinced tnat there is no justification for a 


tax change that would produce this result. 


There are, of course, a few people who give or bequeath substantial 
wealth which has been accumulated out of their lifetime income. The move 
from income to consumption taxes would reduce their tax burdens relative to 
those of others. For this small group such a change would certainly tend to 
encourage saving, except for those who are saving toward a target amount. 
But we are doubtful whether it would make a significant difference in the 
number of people who want to accumulate wealth for these purposes or in the 
amount of wealth accumulated. In any event, we do not believe that the 
person who is putting funds aside for gifts or bequests has a smaller taxable 
capacity than another person in the same circumstances and with the same 
income who does not. We therefore reject consumption expenditure as a tax 


base. 


Wealth as a Tax Base 


We have suggested earlier in this chapter one of the reasons why we 
reject wealth as a tax base. If it were practical to define wealth to include 
human assets, and if human assets were traded in the market aA the same basis 
as physical and financial assets, we acinowledge that wealth would be a good 
indication of economic power ata point in time. But in a free society 
human assets are not treated like other assets. The problems of valuing 
such assets are great and they cannot de "liquidated" to satisfy a tax 
liability. Yet to ignore human assets would grossly understate the ability 


to pay of those who earn and immediately spend employment income. 


Furthermore, even if human capital could be included with other assets, 
to tax both additions to assets (saving), and then to tax repeatedly the 
stock of assets, while failing to tax consumption, would seriously dis- 
criminate against one disposition of the income generated by assets relative 
to another. For example, suppose there are two men each of whom has a net 
worth (including human capital) of $200,000. Suppose that no taxes have been 
paid by either in the past. If the government had to raise $10,000 from them 
now, it would seem reasonable that each should pay an equal tax of $5,000. 
Let us suppose that over the following year each earns $10,000 in cash, but 
one Res the whole $10,000, while the other spends $5,000 on consumption 
and saves $5,000. The larger spender ends the year with a net worth of 
$195,000; the saver ends the year with a net worth of $200,000. If wealth 
were used as the index of ability to pay the spender would have less ability 
to pay than the saver. But we can hardly ignore the fact that both received 
the same increase in economic power during the year. On equity grounds we 
cannot justify exempting the dollar destined for consumption any more than 


we can justify exempting the dollar destined for saving. 


While we do not think it would be appropriate to recommend exempting 
Savings from tax by placing greater weight on consumption taxes relative to 


income taxes, we are equally opposed to taxing saving more heavily by imposing 
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saxes on wealth as such. Such a wealth tax would, we believe, not only be 
jneaquitable but would also tend to reduce the rate of domestic saving and 
thus reduce the rate of capital formation or, alternatively, increase Canada's 


reliance on foreign saving. 


Imposing taxes on the comprehensive tax base each year, as we propose, 
would tax all additions to wealth. Over time, all of a man's wealth would 
be taxed, but only once. This is substantially more stringent than the 
present system under which increases in economic power from some sources 


are not taxed at all. ? 


There are, we acknowledge, some legitimate grounds that cdn be advanced 
for taxing wealth as such. First, by levying a low rate of tax on all net 
worth at regular intervals, the owners of property would be put under pres- 
sure to hold assets that yield a high cash return. If administratively 
feasible, it also would tend to compensate for the exclusion from the com- 
prehensive tax base of imputed income derived from owner-used property. 
Secondly, a net worth tax could be imposed to increase the redistributive 


effect of the tax system. 


It may be thought by some that a top personal rate of 50 per cent would 
not result in a sufficiently progressive tax system despite the great 
broadening of the base that we recommend. If still greater progressiveness 
in the tax system were desired, a net worth tax at a low rate, say, 2 per 
cent, levied on net assets over $1 million every few years would probably 
be administratively feasible and would increase the redistribution effects 


of the tax system while retaining the 50 per cent top personal rate B/. 


We do not recommend such a net worth tax because we do not want to 
penalize saving and because we are convinced that the comprehensive tax 
base with the rate structure we recommend would achieve an adequate degree 


of progressiveness in the tax system. On the other hand, if more progression 


were required, we would prefer to see the imposition of such a net worth 
tax rather than the acceptance of a top marginal personal rate that was 
much above 50 per cent. 
Consumption and Wealth Taxes 
as Methods of Collection 

Acceptance of the comprehensive tax base as the best indicator of 
economic power does not mean rejection of all taxes on wealth and on con- 
sumption, Property taxes and retail sales taxes, to name but two important 
variants of wealth and consumption taxes, have sufficiently useful attributes 
to justify their continued existence. In particular, we think it is important 
that each of Canada's three levels of government have a tax source over which 
it has primary control, although we do not mean to suggest that each level 
of government should rely exclusively on one type of tax, The present 
arrangement under which the municipalities rely extensively on property taxes 
and the provinces rely extensively on retail sales taxes has a great deal 
of merit because it gives each level of government a degree of fiscal autonomy 
and hence fiscal responsibility, While we think it important that there 
should be more joint decision making between the federal and provincial 
governments with respect to sales taxes and income taxes, this is not in- 


consistent with the idea that each level should administer one major tax, 


From the point of view of equity, however, we believe that wealth and 
consumption taxes, other than those imposed on a fee-for-service basis, 
should be methods of collecting taxes rather than independent levies, Ideally, 
therefore, taxpayers should be given full credit for some portion of consumption 
and wealth taxes against their tax liabilities determined by a progressive 
rate structure applied to the comprehensive tax base, These credits for 
consumption and wealth taxes should be refundable to the extent that they 
exceed income tax liabilities, The credits would have to be arbitrary in 


amount for two reasons. First, it would be impossible to measure the actual 
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consumption taxes paid by a particular taxpayer or the proportion of pro- 
perty taxes levied on 4 fee-for-service basis, or the property tax component 
of residential rents, Second, the federal government should not be put in 
the position of having to raise its taxes every time a province or munici- 


pality raises its own, thereby increasing the federal credit required. 


We have decided not to recommend this arbitrary refundable credit for 
sales and property taxes. To do so would be to recommend, in effect, the 
adoption of a negative income tax. As we have suggested earlier, we strongly 
recommend that the transfer system as a whole be eit ha The present system 
is cumbersome and has important gaps and there is some nae hina! The 


advantages and disadvantages of a negative income tax can only be appraised 


in this wider context, 


It mst be recognized that the full integration of all of these taxes 
would require a dramatic increase in marginal rates, These higher rates might 
have substantial disincentive effects that would have to be weighed against 


the improvement in equity that would be attained. 


There is, however, a middle ground between complete integration and no 
integration of these taxes. By gradually reducing the relative weight of 
consumption and property taxes in the system, by reducing or compensating 
for the regressive features of sales taxes, and by reducing the weight of 
personal income taxes on the lower income brackets, Canada can move closer 
to the objective of allocating taxes according to ability to pay. We are 
recommending that a start should be made on all of these fronts. Subsequently, 
more could be done by increasing the width of the individual and family unit 
zero rate brackets, or by adopting a system of refundable tax credits in lieu 
of these zero brackets so that those in the lowest income brackets would ob- 


tain a refund (admittedly arbitrary in amount) of sales and property taxes. 


We want to emphasize that either course of action would be consistent 
with our basic approach. Certainly implementation of the second alternative 


would represent the natural evolution of the tax system we are proposing. 


eh 


The Income of Organizations 
as a Tax Base 

It is sometimes arsued that legal entities and institutions such as 
corporations and trusts, which we will call intermediaries, have tax-paying 
capacity. With our concept of ability to pay this cannot be so. For us, 
tax-paying capacity arises from discretionary economic power, and inter- 
mediaries cannot have discretionary economic power——the residual power to 
command goods and services for personal use. Consumption is a strictly 
human trait. But the question is not Simply definitional; all the assets 
and net receipts of intermediaries are ultimately held by, or accrue to the 
benefit of, natural persons. What happens to intermediaries necessarily 
affects the interests of natural persons whatever the intention. Here too, 
taxing intermediaries is a convenient collection technique but the ultimate 
burden is on people. Because there are good and sufficient reasons why 
income taxes on resident organizations cannot be abandoned (as discussed in 
Chapter 19), we are convinced that the taxes levied on the incomes of resi- 
dent organizations and resident individuals should be fully integrated 
through the provision of a refundable tax credit for the tax paid by corpo- 
rations and other intermediary organizations against personal income tax 


liabilities. 


Our principles concerning ability to pay relate primarily to residents 
of Canada and our recommendations reflect this. It is not ordinarily 
possible or appropriate to measure the tax liabilities of non-residents with 


respect to Canadian source income by reference to this ability to pay. 


Accordingly, for a variety of reasons outlined in Chapter 26, we 
recommend that, in general, income derived from Canadian sources by non- 
residents should be subject to withholding taxes at arbitrary rates and 
that non-residents should not receive refundable tax credits for taxes paid 
by corporations or other organizations in which they hold interest. However, 


we believe that in some specified circumstances it is feasible and appropriate 
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to give non-residents the opportunity to have their tax liabilities deter- 
: ee ’ 2 

mined by reference to their ability to pay. We recommend in Chapter 2o 

that in these circumstances they be given the option to file tax returns 


ass Canadian residents. 
CONCLUSIONS AND RECOMMENDATIONS 


L. Government expenditures should be financed through taxes allocated 
according to ability to pay, except in those instances where the 
direct benefits from a good or service provided by government can be 

readily allocated to particular individuals in a way thet sont be 


generally accepted as fair and where any indirect benefits to others 


are minor. 
DEFINITION OF ABILITY TO PAY 


De The allocation of taxes in accordance with ability to pay requires the 
proportionate taxation of the discretionary economic power of families 


and unattached individuals. Discretionary economic power is defined as: 


a) the total vower of the unit to command goods and services for 


personal use; less 


b) the power necessarily exercised to maintain the appropriate 


standard of living of the unit relative to other units. 


er The fraction of a tax unit's total economic power which is available 
for discretionary use, relative to the corresponding fractions for 
other units, is, we believe, determined by relative differences in 
income, family responsibilities and certain specific non-discretionary 


expenses. 


RECOGNITION OF DIFFERENCES IN INCOME - 


} 


lh. Up toa limit, the greater the total income (as measured by the com- 


prehensive tax pase) of the unit, the higher is the fraction of that 


ao 


income which is available for discretionary use. Beyond that limit, 
all of the unit's income is available for discretionary use. Below 
that limit, equal percentage differences in income are associated with 
equal differences in the fraction of additional income available for 


discretionary use. 


Bs Taxes can be allocated among units with the same family responsibilities 
and the same special non-discretionary expenses in proportion to their 
respective abilities to pay by imposing on a base that measures the 
total economic power of each unit a schedule of progressive marginal 


rates of tax where: 

a) the top marginal rate of tax is reached at $100 , 000 ; 

b) brackets encompass equal percentage differences in income ; 

c) marginal rates rise by equal amounts from bracket to bracket; and 


d) the top marginal rate is equal to the rate of tax on discretionary 


economic power and is determined by revenue requirements. 


De Combined with a transfer-expenditure system that provided greater 
benefits for those with the lowest incomes, the adoption of a tax 
system with the characteristics we have just described would redis- 
tribute goods and services in favour of those at the bottom of the 
income scale, and would ensure that the costs were allocated in 


proportion to ability to pay. 
RECOGNITION OF DIFFERENCES IN FAMILY RESPONSIBILITIES 


{- Both families and unattached individuals should be recognized as basic 
tax units. The incomes of the members of families should be aggregated 
for tax purposes. Transfers between members of the same family should 
not be subject to tax; gifts from one tax unit to another should be 
brought into the tax base of the recipient unit but should not be 


deductible by the donor unit, 


34 


(ee) 
° 


To reflect the heavier responsibilities of a married couple, the tax 
payable by such a couple should be less than the tax payable by an 


unattached individual with the same income. 


9. To reflect the economies possible when two individuals with substantial 
incomes marry and live together, the tax on the couple should be greater 
than the tax on two single individuals each with half the income of the 
couple. To reflect the extra costs arising upon the marriage of two 


individuals with low incomes their total tax should be reduced. 


10. The desired differences in treatment reflecting different abilities to 
pay can be achieved by the adoption of two rate schedules, one for 


families and one for unattached individuals. 


11. Couples with dependent children have heavier responsibilities than 
childless couples, and the taxes allocated to the former should there- 
fore be less than those allocated to the latter. This can be achieved 
py adopting fixed credits for dependent children, with a larger credit 


for thesfirst child. 


RECOGNITION OF DIFFERENCES IN SPECIFIC NON-DISCRETIONARY EXPENSES 


12. Tax units that have extraordinary medical expenses, support close 
relatives, and have special expenses because the mother works should 
pay lower taxes than comparable units that do not have these specific 
expenses. To conform to our ability-to-pay principles the relief 
should be provided in the form of a tax credit equal to the assumed non- 
discretionary component of these expenditures times the top marginal 
rate of tax. There are, however, administrative problems in applying 


the "ideal" method. 


BASIC EXEMPTIONS 


13. Income in the first bracket should be free of tax, partially to 
compensate for sales and property taxes, for which credit is not given 


against income tax liabilities and partially because the first few 
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hundred dollars of income are not available for discretionary use. The 
width of this zero rate bracket should not purport to exempt a minimum 


subsistence income from tax nor should it vary with regional living costs. 
THE COMPREHENSIVE TAX BASE 


14. To avoid both understating the total economic power of those individuals 
whose major asset is human capital and the repeated taxation of the same 
physical and financial assets, we recommend that the tax base should 
include the change in each tax unit's economic power each year. This 


is defined to include: 


a) the market value of the goods and services used up by the tax 


unit during the year to satisfy its own wants (consumption) ; 


b) the market value of the goods or services given to other tax 


units during the year (gifts); and 


c) the change over the year in the market value of the total net 
assets held by the tax unit (current savings = change in net 


worth = change in wealth). 


We have called this the comprehensive tax base because it includes, in 
principle, all additions to economic power without regard to source, 
intention or form, and whether consumed or saved. In Chapter 8 this 
concept is reformulated and modified to arrive at an administratively 


feasible tax base. 
WEALTH AND CONSUMPTION AS TAX BASES 


15. Independent taxes on consumption and on wealth are inconsistent with 
our ability-to-pay principles except when applied on a fee-for-service 
basis. They should therefore either be abandoned or integrated with 
personal income taxes. Abandoning these taxes would be undesirable 


because each level of government should have a revenue source for which 
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it is primarily responsible. Full integration would require dramatic 
increases in marginal rates that could have adverse economic effects. 
However, partial integration of sales and wealth taxes with personal 
income taxes could be achieved by providing a refundable arbitrary 
credit against personal income taxes, To recommend the adoption of a 
refundable tax credit for these taxes would be to recommend the adoption 
of a negative income tax. The advantages of such a system should be 
carefully considered in the context of a review of the transfer system 
as a whole. We have not extended our inquiry into this area and , 
therefore, we are not prepared to propose the adoption of negative 


income taxes, 


THE INCOME OF ORGANIZATIONS AS A TAX BASE 


16. 


EF 


Intermediaries such as corporations and trusts should not be regarded 
as entities with tax-paying capacity. It should be recognized that 

the taxes they pay are borne by people, and accordingly there should 

be integration of the taxes on resident individuals and families with 
the taxes imposed on intermediaries, This can be achieved by providing 
a refundable tax credit to resident shareholders for the income taxes 


collected from organizations, 


It is not feasible to measure the ability to pay of non-residents 
except in certain specified circumstances. Accordingly, in general 
income derived from Canada by non-residents bestia be subject to with- 
holding taxes at arbitrary rates and non-residents should not receive 


refundable tax credits for the income taxes paid by organizations. 
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It is sometimes argued that when taxes are allocated among individuals 

in proportion to, or in increasing proportion to, income this is the 
best crude apportionment of taxes according to overall benefits received. 
If this theory is correct, the sharp distinction between benefit and 


ability-to-pay taxation disappears. 
This limit is obviously arbitrary. 


This is equivalent to the statement thet marginal rates of tax plotted 


against the logarithm of income constitute a straight line. 


For an extensive survey of the tax treatment of the family in many 
other countries, and a discussion of the propositions in the tex 
see O. Oldman and R. Temple, "Comparative Analysis of the Taxation of 


Married Persons", Stanford Law Review, Vol. 12, 1960, pp. 585-605. 
Also called net worth or wealth. 


For all practical purposes it is impossible to measure the market 
value of each man's human capital, that is, the present value of his 


future net earnings arising from his strength, skill and knowledge. 


This is a modification of the definition of income advocated by H. C. 
Simon, Personal Income Taxation, Chicago; University of Chicago Press, 


1958, p. 41, following the definition of R. M. Haig. 


Retaining the top personal rate of 50 per cent is highly desirable 
because only if the top personal rate is approximately equal to or 
less than the tax rate levied on corporate income is the full integra- 
tion of corporate and personal income taxes feasible. We could not 
countenance an increase in the rate of tax levied on corporations, 
both because of its depressing effects on domestic investment and 


because of the international ramifications. 
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CHAPTER 8 
BASIC FEATURES OF THE COMPREHENSIVE TAX BASE 


The present chapter serves as an introduction to the application of 
the comprehensive tax base in a working income tax system. Its main purpose 
is to reformulate the comprehensive tax base to take account of some of the 
limitations imposed by practical considerations, and to examine the impli- 
cations of the comprehensive tax base in several broad areas where decisions 
are crucial to the later application of the concept. The general con- 
clusions stated in this chapter are developed in more detail in subsequent 


chapters. 
THE COMPREHENSIVE TAX BASE REFORMULATED 


The comprehensive tax base has been defined as the sum of the market 
value of goods and services consumed or given away in the taxation year by 
the tax unit, plus the annual change in the market value of the assets held 
by the unit. It would be futile to write such a definition into a taxing 
statute because it does not provide sufficient delineation, either to tax- 
payers or tax administrators, to make compliance and enforcement possible. 
In particular, it would be impossible to measure directly the value of the 
goods and services consumed by each Canadian individual or family each year. 


Similarly, an annual valuation of all essets is impractical. 


Fortunately, the comprehensive tax base can be restated in such a way 
that most of the compliance and enforcement problems can be substantially 
solved without a major departure from the basic concept. By taxing all the 
net gains, appropriately defined, of each tax unit on an annual basis, it is 
possible to achieve the same result as taxing each unit's "consumption plus 
gifts plus change in net worth", while avoiding the problem of measuring the 


value of the unit's annual consumption. 


The definition of "net gains" is, of course, of crucial importance. 


The following reformulation of the comprehensive tax base in terms of net 
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gains provides a useful starting point, although we discuss later how this 
formulation also requires extensive modification, essentially for adminis- 


tration reasons: 


» The tax base of each unit would include the annual net gains less 
net losses, from: 
a) the provision of personal services; 
b) the disposal of tangible or intangible property; 
c) the receipt of gifts or legacies from other tax units; 
d) the receipt of windfalls; , 


e) the ownership of tangible or intangible property; 


f) any combination of these "sources". 


a Gains can take one or all of the following forms: 
a) the receipt of cash; 
b) the acquisition of rights to, or interests in, property; 
c) the receipts of benefits in kind as a quid pro quo; 
d) a change in the value of a right to, or an interest in, 
PLODErty.:: 
e) the personal use and enjoyment of property that could have 


been rented to others—that is, gains forgone. 


46 Cash, or rights to, or interests in, property disposed of by the 
unit in the expectation of generating or acquiring a net gain 
should be deducted from the gross gain to determine the net 


gain or loss. 


oa Net gains and losses should be determined on the basis of fair 


market value. 


ee Net gains that could be realized by the tax unit, but are not 
so realized because the property in question is transferred to 
another unit as a gift or for an inadequate consideration, 


should be included in the tax base of the donor, and the amount 
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by which the consideration is inadequate should be included 


in the tax base of the donee. 


Some of the salient features of the "net gains" formulation of the 


comprehensive tax base, as we have just defined it, should be emphasized: 


is 
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The tax base would include gifts and bequests received from other 
tax units. This is appropriate because these amounts represent an 
acquisition of economic power. In view of this concept, the estate 


taxes and gift taxes would be withdrawn. 


The tax base would include imputed income, that is, the gains 
realized when a person uses or consumes his own personal services 
or his own property. In most circumstances, however, as we 
indicate later, the valuation and administrative problems in- 


volved in including such amounts in income are insuperable. 


The money value of gains in kind would be included on the same 
basis as money gains. This will be discussed later in this 


chapter. Here, too, there are valuation problems. 


When the market value of rights to, or interests in, property 
changes, the tax unit has a net gain or loss, according to our 
formulation of the comprehensive tax base. This means, in effect, 
that gains and losses would be included in the base on an accrued 
rather than on a realized basis. Once again we are confronted 
with serious valuation problems. What in our opinion should be 
brought into the base is clear; what can be brought into the 


base as a practical matter is discussed later in this chapter. 


All of the expenses reasonably incurred to earn gains, other than 
personal living expenses, would be allowed as deductions from such 
gains. Distinctions between the forms of taxable gains, or con- 


siderations of whether a gain was actually made, would not be 
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relevant in determining whether the expenses were deductible. 
The major question would be when, not whether, the expenses 

incurred in the expectation of obtaining a net gain would be 
deducted. Our basic approach to this question of the timing 
of HObinecs deductions is discussed further in Chapter 9 and 


in Chapter 22. 


No personal consumption expenditure would be deducted. This 

follows from the basic concept we have already enunciated, which 
involves taxing all changes in economic power defined as "consumption 
plus gifts plus change in net worth", The need to prevent the 
deduction of personal consumption expenditure has some far-reaching 


consequences. Three of the more important can be briefly described: 


a) A tax unit which makes gains cannot be allowed to deduct 
from those gains general living expenses. The problem of 
separating the expenses incurred to earn income from the 
general expenses of living is discussed in Chapter 9. 

b) The net losses incurred in operating 2 "business" where there 
is no expectation of earning a net gain from the business, 
even in the long run, should not be deductible from income 
derived from other sources. The presumption must be that 
the owner is obtaining personal satisfaction from operating 
the business and that the losses of the business are 
therefore disguised personal living expenses. This problem 
will be discussed in Chapter 9 and Chapter 22. 

c) Gifts are not expenses incurred in the expectation of 
generating net gains and should not be deducted from gross 


gains or receipts. 


SOME GENERAL IMPLICATIONS 


In the remainder of this chapter we consider the full implications of 
the comprehensive tax base for several stubborn general questions of income 
definition and taxation. The general areas we consider are: Reverted on 
of human capital; benefits in kind; transactions not at arm's length; imputed 


income; realization of gains; and intermediaries. 
Depreciation of Human Capital 


The health, strength, knowledge and skills of individuals can all be 
included under the designation of human capital. It has been suggested that 
human capital should be treated like other productive assets for tax purposes. 
Under such an approach the returns from employment would be reduced by the 
expenses of maintaining the worker, and depreciation would be allowed on 
the worker's health, strength and knowledge in order to arrive at the 
taxable net return. This approach is, we believe, inappropriate for a tax 
System. The whole purpose of depreciation is to allow the recovery of costs 
incurred in order to determine the net return. While no one would deny 
that raising a human being involves costs, the costs usually are borne by 
the parents and society as a whole, and would not have been borne by the 
individual claiming the deduction (as they are when physical assets are 


acquired). 


Furthermore, there would be insuperable administrative problems, 
because a worker's expenditures on his own maintenance could not be sepa- 


rated from those he incurred for his personal satisfaction. 
Benefits in Kind 


In our reformulation of the comprehensive tax base we specify that 
benefits in kind mst be included in the tax base. Benefits that "save the 
pocket" obviously increase the economic power of the recipient, just as do 


cash receipts that go into the pocket. One of the areas of inequity in the 


present system is the fact that many such benefits, which are untaxed or 
only partielly taxed, are available to some taxpayers and not to others. 
If benefits in kind are not taxed, the buyer and seller in a transaction 
can arrange that the seller be remunerated with tax-free benefits in kind 


with the tax saving divided between them. 


Benefits in kind take many forms, ranging from substantial items like 
the use of a car or a house, life insurance, retirement benefits, provision 
of board and lodging, discounts on merchandise, and interest-free loans, to 
trivial items like a free Christmas turkey. Most such benefits arise from 
employment or from the operation of a business. The gross gain from any 


transaction can take the form of goods, services or the use of property. 


The failure to tax benefits in kind gives tax units that can obtain 
their remuneration in this form an advantage over others. Furthermore, 
if some forms of benefits in kind are not taxed, it is equivalent to 
subsidizing the goods and services that are available free of tax, relative 
to all other consumer goods and services that can only be purchased from 
tax-paid income. The subsidized goods and services will be substituted 


for other goods and services. 


When benefits in kind have an established market value, their taxation 
is a relatively simple matter. The form of the benefit is frequently the 
result of a specific deal between the buyer and seller and is not shared 


with others. Frequently, however, these conditions do not exist. 


Some of the relevant circumstances cannot be ascertained objectively 
because it will always be in the interest of the parties to these arrange- 
ments to understate the benefits for tax reasons. Because the possibilities 
of abuse are so great, we are firmly convinced that a very hard line must be 
taken toward the taxation of benefits in kind. This involves the -adoption 


of several rules: 
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Ordinarily the recipient of benefits in kind should bring into 
his tax base what the benefits would cost if purchased in the 


market. 


The tastes and preferences of recipients of benefits in kind should 
be ignored for tax purposes. It must be assumed that the recipient 
had a choice between the benefit itself and the receipt of a cash 
payment that would have enabled its purchase in the market. To 

the extent that the benefit is worth less to the recipient than 

its market cost, he should arrange to receive his remuneration in 


a different form or obtain additional remmeration to compensate 


for the tax liability implicit in the receipt of the benefit in kind. 


Benefits in kind can be received in the course of performing services 


for a net gain, for example, the food and shelter consumed while out 

of town on a legitimate business trip. The objective here mst be 

to bring into the individual's tax base: 

a) the extra cost of providing food and shelter that is of 
better quality or in greater quantity than would usually be 


purchased by the individual from tax-paid income; 


b) any reduction in personal expenditure that is made possible 


by being away from home; 
c) any expense incurred to satisfy the individual rather than 


to produce income. 


Because the tax administration cannot possibly determine the style 
or preferences of each individual, and therefore cannot determine 
in an objective fashion the value of these benefits, arbitrary 
standards should be adopted and the value of benefits in kind in 
excess of these standards should be brought into the tax base of 


the recipient. 


kt, Where a common facility provides benefits in kind to a number of 
individuals simultaneously, the benefit should be apportioned among 
them, failing which, a special tax should be imposed on the party 


providing the benefit. 


While we recognize that the application of these rules would not be 
easy or costless, we are convinced that such benefits have thus far not been 
dealt with adequately. The result has been a lessening in taxpayer morale 
and loss of faith in the integrity of the tax system. The revenue loss may 
not be great, but to those who are able to obtain them, tax-free benefits 
may be very significant. We feel that the law should be made more explicit 
and that greater administrative effort should be devoted to enforcing the 
law dealing with benefits in kind. We also recommend later more stringent 


reporting requirements in this connection for businesses and organizations. 
Transactions Not at Arm's Length 


When the two parties to a transaction do not have conflicting interests, 
the prices at which goods and services are bought and sold, or the terms on 
which they are bartered, may not reflect market values. The terms may be 
such that one party is, in effect, making a gift to the other. The net gain 
of one of the parties will be understated if the transaction is accepted at 
face value. This can occur when, for example, a proprietor of a business 
employs his son-in-law at a salary that will allow the proprietor's married 
daughter to maintain her previous standard of living, rather than at the 
market value of his son-in-law's services. The net income of the proprietor 
is understated if the gift to his daughter, by way of his son-in-law, is 


deducted as an expense of the business. 


There can be no completely satisfactory solution to the problem of 
transactions not at arm's length. Our recommendation that the income of 
husband and wife and dependent children be aggregated for tax purposes will 


only remove one of the problem areas. In our opinion it is therefore necessary 
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to maintain the test of "reasonableness" for the deduction of business 
expenses to prevent an indirect gift from being deductible to the donor. 
Moreover, it is important that the tax authorities exercise vigilance to 
prevent the understatement of net gains arising from transactions that do 


not take place at fair market value. 


Imputed Income 


When an individual who owns productive assets, or who supplies pro- 
duction services, uses them directly to produce goods and services that he 
consumes himself, it is extremely difficult to value the net gain. The 
self-sufficient farmer is the obvious example of a man who, in effect, 
barters his own time and the use of his own capital for the food he eats. 
But there are a multitude of less obvious cases. The man who occupies a 
home that he owns, the carpenter who builds his own furniture, and the 
handyman who repairs the leaky faucet in his own home all receive a net 
gain in the sense that had each sold his services or rented his property 
in the market, the gross gain would be taxable, and few, if any, deductible 
expenses would be incurred in generating the gain. On the other hand, the 
expenses of having someone else perform the service or of renting the 
property from others are general living expenses which would not be 


deductible. 


Imputed gains are extremely difficult to cope with under an income 
tax system. Indeed, in a country where self-sufficiency was generally the 
case, a broadly based income tax could not be imposed because of the adminis- 
trative problem of valuing imputed income. Because of the serious valuation 
problems involved we have concluded that, generally speaking, imputed gains 
from rendering services of benefit to oneself cannot be included in the 


comprehensive tax base. 


The most prevalent example of an imputed property gain is imputed rent. 


Thus, for the person who has an investment portfolio and is renting accommodation, 


he 


the income from the former is taxable while the rent, being an item of personal 
living expense, is not deductible. If this taxpayer liauidates his invest- 
ments to acquire a residence, he no longer receives the cash from his 
investment nor is he required to make the cash expenditure for rent. Never- 
theless, his taxable capacity has not been altered, for in effect he still 

is enjoying the benefit of his capital investment. To ensure that all tax- 
payers bore their fair proportion of the total tax burden, it would be 


necessary to impute rental income to this taxpayer. 


A similar comparison could be drawn with respect to the ownership or 


rental of any consumer durable. 


The net imputed gain would be equal to the gross rental value of the 
property less the associated expenses such as property taxes, insurance, 
depreciation and interest (the "rent" of the capital borrowed to accuire 


the property). 


Obviously, the determination of this net income for owner-occupied 
dwellings, even if arbitrary rules were established, would be fraught with 
uncertainty and would entail detailed administrative examination. In fact, 
it was demonstrated in the United Kingdom, where the taxation of imputed 
rent ended in 1962 after being an integral part of the tax system for many 
years, that the problem of assigning a fair market rental value on an 
equitable basis is virtually insoluble. On the other hand, it must be 
recognized that the amounts involved are not immaterial By/ and that they 
are growing more rapidly than total personal income. The exclusion from 
income of imputed rent is therefore a substantial tax preference for home 


ownership. 


An incentive of this magnitude leads to inequities between owners and 
renters. If it were administratively feasible, we would recommend that 
imputed net rental income be included in the tax base or, to compensate for 
not doing so, that the deduction of some portion of the rent paid by _ 


individuals who do not own their own homes be permitted. 


The inequities in not imputing income of owner-occupied homes or in 
not allowing the deduction of rent are not as extreme in Canada as in the 
United States. The net rental value is the only part of the benefit which 
is not included in income in Canada because mortgage interest and property 
taxes are not deductible in determining taxable income. In the United States 
the imputed net income is not brought into the tax base, and mortgage interest 
end property taxes are allowed as deductions from income. This treatment in 
the United States compounds the problem: it means that taxpayers are allowed 
to deduct the expenses of generating gains that are not taxed except through 
the taxation of capital gains. The individual who rents his living 


accommodation is severely discriminated against. 


Because of the administrative difficulty of properly and equitably 
determining the amount of the net gain, we suggest that imputed rent continue 
to be omitted from the tax base, Also, because of the administrative com- 
plexities involved, we do not recommend the inclusion of any of the other 


forms of imputed property income. 


The foregoing argument has implications for the question of whether 
municipal taxes should be deductible by home owners. It is often urged that 
property taxes should be deductible from income on the grounds that this 
would stimulate home ownership, increase home construction, and make it 
possible for municipalities to raise more revenue. To the extent that 
municipal taxes cannot be regarded as a charge for specific municipal 
services which benefit the property, municipal property taxes are regressive. 
It can be argued that some relief for such taxes should be granted against 
income taxes as a deduction or a credit, in order to bring the burden of 
taxation more closely in line with ability to pay. However, home owners 
already have an advantage in regard to income tax through the fact that 
imputed income is not taxed. It may well be desirable to work out techniques 
that will give municipalities more revenues without raising property taxes, 
but this objective can be accomplished in other ways that are not so in- 


equitable between taxpayers. 
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Realization of Gains 


Throughout this Report the term realization will be employed to denote 
the time when there is a disposition of property or when a right to receive 
income arises. We will later discuss in detail which kinds of transactions 
will, and which will not, be considered to be dispositions. The word 
realization will not be restricted to those transactions in which cash has 
been received or paid, but will also include transactions in which the tax- 


payer becomes legally entitled to receive, or obligated to make, payment. 


The concept of economic power, as we have defined it, clearly calls 
for including in the tax base not only what the tax unit actually consumes 
or gives to other tax units, but also the change in the market value of the 
net assets retained by the unit. Therefore, it is our view that, in principle, 
unrealized gains should be brought into the tax base. But some rights to, 
or interests in, property are both unique and infrequently traded, so that 
it is difficult and expensive to estimate their market value at a particular 
point in time. Probably the most important and difficult valuation problems 
are posed by closely held businesses. In addition, taxing changes in the 
value of assets that have not been sold would in some cases create liquidity 
problems, for it may be necessary for the individual to dispose of part of 
his assets in order to obtain cash to meet the tax liability. In many cases 
this would not be practical, although this problem, to the extent it exists, 
could be reduced by allowing taxpayers time to pay their taxes. Although 
we do not believe that the valuation and liquidity problems are insoluble 
we recommend that at least initially gains should only be taken into the 


tax base upon realization. 


It should be recognized that where only realized net gains and losses 
are taken into the tax base, it is possible for tax units to postpone taxes. 
Just as cash in hand is worth more than cash that will be received in the 
future, so are postponed taxes less costly than present taxes because the 
cash that would otherwise be turned over to the government can be invested 


to earn a return until the tax actually has to be paid. 
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Because tax postponement can be SO valuable, taxpayers may be induced 
to hold property for a longer period than they otherwise would to avoid 
realization. This "locking in" can also have unfortunate economic effects. 
Therefore, we recomrend that the legislation should be very definite in 
designating most transactions to be dispositions, and therefore realizations. 
Thus, virtually all exchanges of property should be treated as leading to 
realizations. More important, we feel it is imperative that a realization 
be deemed to take place at least once in each taxpayer's lifetime (or in 
the lifetime of his surviving spouse) to ensure that postponement does not 
become indefinite deferment. Therefore, for reasons of taxpayer equity, and 
to reduce the economic disadvantages of "locking in", we recommend that when 
an individual makes a gift of property or gives up Canadian residence he 
should be deemed to have made a disposition of property, except in the case 
of a gift or legacy to a member of his family unit. When an individual dies 
a realization should also be deemed to take place, except in the case of 
property passing to a Surviving member of his famidyunity Jf aachiie 
comes of age and takes property from his former family unit, there should 
be a deemed disposition of the property by that unit. The net gain or loss 
on a deemed disposition or realization would be brought into the tax base 
of the individual who is deemed to have made the disposition. He would 
have the opportunity of availing himself of the averaging provisions which 


we will recommend, 


While valuation and liquidity problems are posed by the taxation of 
unrealized property gains, it is essential to recognize that when we back 
away from this approach for administrative reasons other complications are 
created, particularly when the income is earned by an intermediary in which 


it can be retained in order to postpone personal income tax liabilities. 
Intermediaries 


If it were possible to bring into each unit's tax base each year the 


changes in the market value of all its rights to or interests in property, 


wh 


the tax system could ignore the income of intermediaries, such as corporations, 
co-operatives and trusts, so far as the interests therein of Canadian residents 
are concerned. By bringing into each unit's tax base what it actually re- 
ceived from these intermediaries, plus the change in the market value of its 
property rights, the change in each unit's economic power derived from inter- 
mediaries would be fully taxed on a current basis. However, the result of 
backing away from the taxation of unrealized property gains because of 
valuation and liquidity problems is that if taxes were not imposed on the 
income of intermediaries, such income could be retained in an intermediary 
with no tax until distributed. In this event, individuals would hold property 
of increased market value, but personal taxes would be postponed until the 
gains were realized through a later distribution, through the sale of the 
property, or when a realization of the property was deemed to occur. Because 
postponed taxes are less onerous than present taxes, and because all indi- 
viduals would not have the same opportunities for postponement, taxes should 
be levied on the income of intermediaries that is not allocated to individuals. 
This is necessary in any event in order to tax the income of intermediaries 


which is attributable to non-residents. 


The specific proposals we put forward in this area involve the 


following: 


Le All forms of business intermediaries should be taxed in the same 
general way, with differences only to reflect specific problems 


posed by particular kinds of intermediaries. 


2s Full credit should be given to resident tax units for the taxes 
paid by corporations, mitual organizations and trusts on all the 


income distributed or allocated to them by the intermediaries. 


35 Gains realized from holding interests in intermediaries should 
be taxed at full personal rates along with other types of property 


gains. 


hy The income allocated to tax units should be taxed and the credit 
for the tax paid thereon by the intermediary should be allowed when 


it is allocated, even if it has not been received by the unit. 


Se The income of intermediaries that is not allocated to tax units should 
be taxed at the top personal marginal rate, with the exception of 
income accumulated in a trust for a specific individual, which should 


be taxed at his rate. 


These proposals should substantially eliminate most of the avenues or 
personal income tax deferment by Canadians. Although deferment would still 
be possible in the form of unrealized property gains, many of the difficulties 
and inequities associated with the present system would disappear. The 
split rate of corporate income tax, with its attendant problems in dealing 
with associated corporations, would be eliminated, and the many procedures 
for minimizing personal tax on the distribution of corporate surplus would 
also become inapplicable. Differences in the tax treatment of various kinds 
of intermediaries would largely cease so that sole proprietors, partnerships, 
corporations and co-operatives would all be taxed in a Similar fashion. 
Similarly, various industries would all be taxed on a Similar basis; and 
the taxation of investment income, regardless of the form in which it was 
received, or the intermediary through whom it was received, would be uniform. 
The after-tax rates of return on different kinds of assets and from different 
kinds of economic activities would be sub ject to essentially the same tax 
burden, and would not be taxed at a variety of different rates. Thus, it 
would no longer be so important to arrange one's affairs in the most 
advantageous fashion to reduce taxes; much of the uncertainty and complexity 
of the present system would disappear; competitive inequalities between 
Kinds of business, forms of organization, and forms of saving would be sub- 
stantially eliminated; and the overall equity of the tax system would be 


immeasurably improved, 


CONCLUSIONS AND RECOMMENDATIONS 


NET GAINS FORMULATION 


Li We have defined the comprehensive tax base as the market value of goods 
and services consumed or given away in the taxation year by the tax 
unit, plus the annual change in the market value of the assets held 
by the unit. This definition must be reformulated in terms of net 
gains to make compliance and enforcement possible. Our general con- 
clusions with respect to this reformulation are set Out sain Pais 


chapter, to be developed in more detail in subsequent chapters. 


os Under the net gains formulation, the tax base of each tax unit would 
jnelude the annual net gains less net losses from the provision of 
personal services, the disposal of property, the receipt of gifts 
and legacies, windfall gains, the ownership of property, or any 


combination of the foregoing. 


Gross gains can take the form of cash, the acquisition of rights 


LN 
> 


to, and interests in, property, benefits in kind or changes in 


the value of property held. 


4, Expenditures (in cash, or transfers of rights to, or interests 
an, property) made in the expectation of acquiring a net gain 
should be deductible from the gross gain in determining the net 


gain or loss. 


ar In the case of transactions between persons not dealing at arm's 
length net gains and losses should be determined on the basis of 


fair market value. 
PERSONAL EXPENDITURE 


6. No personal consumption expenditure should be deducted from gross 


gains. In particular: 
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a) general living expenses should not be deducted as expenses; 

b) the net losses of operating a business should not be deducted 
from other income if there is no expectation of generating a 
net gain; 


ec) gifts are personal expenses and should not be deducted, 


VAIUATION OF BENEFITS IN KIND 


Ts 


Gross gains that take the form of benefits in kind, rather than 
cash or rights to, or interests in, property, should be taxed in 
the same way as other forms of gain. When benefits in kind have 
an established market value, including them in the tax base is a 
relatively simple matter; but in many cases there are difficult 
valuation problems. More stringent reporting requirements for 
benefits in kind are required, and it will be necessary to adopt 
arbitrary standards where valuations cannot be made consistently 


and objectively. We recommend the following general rules: 


a) Ordinarily the recipient of a non-cash benefit should bring 
into his tax base the market value of the benefit. 

b) It should be assumed that the recipient of the benefit 
chose it in preference to the cash required to buy the 
benefit in the market. 

ec) When goods and services are received in the performance of 
one's work the tax base should take into account: 

i) the extra cost of providing goods and services 
of a greater quantity or better quality than 
would be purchased by the recipient; 
ii) the reduction in personal expenditures made possible 
by the consumer goods and services provided by others; 
iii) the extent to which the goods and services were 
provided to satisfy the individual rather than to 


produce income, 
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d) Where a common facility provides a benefit in kind to 
several people simultaneously, the value of the benefit 
should be apportioned among them or a special tax should 


be imposed on the provider of the benefit. 


TRANSACTIONS NOT 
AT ARM'S LENGTH 


Oe 


When the parties to a transaction do not heve conflicting interests, 
the prices at which goods and services are exchanged may provide a 
gift from one party to another. Because gifts are not deductible 
to the donor it will be necessary to apply the test of reasonable- 
ness to expenses to prevent any element of gift from being deducted. 
In addition, transactions which take place at other than fair 
market values should generally be adjusted to prevent the under- 


statement of net gains. 


IMPUTED INCOME 


9. 


In principle, the income forgone through the personal use and 
enjoyment of one's own property and services should be brought 
into the tax pase. Experience in other countries suggests that 
taxing most forms of imputed income, and - particular the imputed 
rental income of owner-occupied homes, is impracticable because 

of valuation problems. To fail to tax imputed income of owner- 
occupied homes, that is, the income forgone by not renting the 
house, discriminates against the individual or family that rents 
accommodation. To allow the deduction of mortgage interest or 


property taxes would compound this inequity. 


REALIZATION OF GAINS 


10. 


To be consistent with the principle of the comprehensive tax base 


net gains on assets should in principle be brought into income 


annually, whether the gains were realized or not. This would 
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preclude tax postponement, and if time were provided to pay 

the tax on the gains, serious liquidity problems could be avoided, 
Taxing gains on a realized basis allows for tax postponement and 
may induce holders of property not to realize their gain in order 
to avoid the tax, Furthermore, if gains were taxed pile 
whether realized or not, the postponement of tax through the re- 
tention of income in corporations, trusts and mutual organizations 
would not pose a problem. There would be no reason to collect tax 
from these organizations except to obtain tax from non-residents 


and to prevent tax avoidance, 


We are convinced, however, that the annual valuation of all property 
is not practical at this time, and therefore, that property gains 
should be taxed on realization. However, to prevent permanent 
deferment we recommend that a realization be deemed to occur on 
making a gift of property or on giving up Canadian residence, 

In addition, we recommend that a realization be deemed to take 

place when an individual dies, except in the case of property 
passing to a surviving member of his family unit. There should 


also be a deemed realization to a family unit with respect to 


property which a child takes with him on leaving the unit. 


TREATMENT OF INTERMEDIARIES 


ibe 


To prevent tax postponement when only realized property gains are 
taxed we will recommend that the income of intermediaries, such as 
corporations, co-operatives and trusts, should ordinarily be taxed 
at the top marginal personal rate. However, resident tax units 
should be given a full credit for the taxes collected from the 
intermediary, when the income of the intermediary is distributed 

or allocated to them. Accordingly, the tax system would be neutral 
with respect to the form of business organization, there would be no 
tax advantage in the retention of earnings, and progressive rates of 


tax would apply. to all income. 
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CHAPTER 9 


THE PRESENT AND PROPOSED TAX SYSTEMS 


In Chapters 7 and 8 we have taken the position that the Canadian system 


of taxation should reflect the following basic princivles: 


i 


To be equitable, taxes should be allocated according to ability to pay. 
This in turn would require the application of progressive rates of tax. 
to a tax base that measured changes in the capacity of an individual 

to command goods and services for his own use, adjustments being made 


for non-discretionary expenditures of certain types. 


The tax base should, as a practical matter, be measured by the net 
value of virtually all receipts, gains and benefits realized during 


the year. 


Not only should net gains of all kinds be taken into account for tax 
purposes, but they should be taken into account equally and none should 


be taxed at preferential rates. 


The capacity to command goods and services for his own use is an at- 
tribute of the individual. Intermediaries, such as corporations, co- 


Operatives and trusts, do not have such capacity but it is necessary 


to collect tax from them to prevent postponement of tax by the in- 


dividuals they represent. Intermediaries should, therefore, be taxed 
on the comprehensive tax base and the taxation of intermediaries should. 


as far as possible, be integrated with the taxation of individuals. 


In this chapter we propose to consider in a very general way the extent 


to which the present Canadian federal system of income taxation is consistent 


with these principles and, at the risk of over-simplification, we propose 


to indicate how such principles might be applied in the future. The dis- 


cussion in this chapter will be brief, and subsequent chapters of the Report 


will deal in greater detail with most of the points we mention here. 


AMOUNTS INCLUDED IN THE TAX BASE 


The Present System 


There has been a federal income tax in Canada since the Income War Tax 
Act was passed in 1917. The successor statute, under which this tax is cur- 
rently imposed, is the Income Tax Act, enacted in 1948 and effective for 


the 1949 and subsequent taxation years. 


Receipts, gains and benefits of various kinds are at present brought 
into income for the purposes of the tax, but in computing income certain 
amounts may be deducted; income is, therefore, the balance remaining after 
any permissible deductions are subtracted from what is brought in. Once 
income has been computed in this manner, concessionary allowances of various 
types may ordinarily be deducted in computing taxable income, the amount on 
which the tax is imposed. Examples of concessionary allowances are the 
deductions based on the single or marital status of the individual, and on 
the number and characteristics of his children or other dependants, as well 


as donations to charity, medical expenses and some educational costs. 


Under Part I of the Act, tax is imposed on all of the taxable income 
of residents and certain taxable income of non-residents of Canada. In 
the case of residents, income from sources both inside and outside Canada 
is brought into the tax base, but they are entitled to credits against the 
Canadian tax on such income for foreign taxes paid. If non-residents are 
employed in Canada, or carry on business in Canada, they are taxed on their 
taxable income earned in Canada. Non-resident corporations carrying on 
business in Canada are also subject to a further tax under Part IIIA of 
the Act. In addition, under Part III of the Act, non-residents are subject 
to Canadian taxes withheld by the payer in respect of specified kinds of 
income such as interest, dividends, rents and royalties paid to them by 
Canadian residents. The taxation of pe niche foreiqn-source income and 


of non-residents on Canadian-source income is affected by international 
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tax agreements between Canada and a number of other countries. The inter- 


national aspects of income taxation are dealt with in Chapter 26. 


In considering the present concept of income for tax purposes, it is 
necessary first to deal with what is brought into income. We have already 
mentioned that in computing income certain deductions may Bata Tua eae and 
that after income is computed certain concessionary allowances may be deduc- 
ted in determining taxable income. This is the amount that is taxed under 
the principal charging section of the Act 1/. We shall consider both of 


these types of deductions in due course. 


The first point to be made with respect to what is brought into income 
is that the word "income" is nowhere defined in the legislation or for that 
matter in the numerous decisions of the courts in taxation cases. The Act 
does provide that a taxpayer's income for a taxation year is his income for 
the year from all sources, and that it includes income from businesses, 
property, and offices 'and employments ae It goes on to say that income 
from a business or property is the profit therefrom for the year, subject 
to other provisions of the Act 3/. The term "profit" is not defined in the 
Act, but it is well established in legal decisions as meaning profit as 
determined under recognized accounting practices, 4/ subject to the express 
provisions of the statute and to any decisions of the courts to the effect 
Co ia Re accounting practices do not apply for tax purposes 5/ vs The 
Act also indicates with some particularity what constitutes income from an 
office or employment 6/. In fact, these three sources produce the great 
bulk of the income taxed under the Act. The determination of what gains 
constitute income from one or another of these sources has been the subject 
of many decisions of the courts. We discuss employment income in Chapter 


14, income from property in Chapter 15, and business income in Chapter 22. 


Apart from the general provisions referred to, there are many sections 


of the Act which bring receipts, gains and benefits of various kinds into 
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income 7/. Some of these amounts would doubtless be taxed in any event as 
income from one of the three enumerated sources previously referred to. 
Others have been specifically taxed under Canadian tax legislation from the 
outset. Still others have been added over the years on a piecemeal basis 
to preserve the integrity of, or to add to, the tax base. There have been 
a good many instances of additions since the enactment of the present Act 
in 1948. 8/ A number of receipts, gains and benefits, which are generally 


of a minor nature, are expressly excluded from income under the Act 9/. 


The general provision in section 3 of the Act that "income" is income 
from all sources is susceptible of a very broad interpretation and might 
have permitted the bringing into tax of receipts, gains.and benefits not 
expressly referred to in any of the specified sources mentioned in the Act. 
In fact, the corresponding provision of the Income War Tax Act 10/ and the 
present provision have been given very limited significance in the admini- 
stration of the legislation and in their interpretation by the courts. The 
result is that, with few exceptions, to constitute income in Canada today 
an amount must either be derived from one of the three main sources men- 


tioned or be of a type that is expressly brought into tax under the Act. 


The Distinction Between Capital and Income. One of the fundamental rules 


of the present Canadian system is that a distinction must be drawn between 
gains of an income and those of a capital nature. Only the former are 
brought into tax. Capital gains have never been taxed under Canadian in- 
come tax law, although some gains that had at certain times been regarded 
as being of a capital nature have lost that character by legislative amend- 
ments or by court decisions. The exclusion of capital gains from tax is 
not provided for in the legislation, and the terms "capital" or “capital 
gains" are not defined therein; but the principle of the exclusion is 


clearly established in decisions of the courts. 


The most important application of this general rule is that gains 


arising from the disposition of property, other than in the course of 


business, are not ordinarily taxable. 


However, there are many types of gains that do not necessarily arise 
from the disposition of property but which may be treated as being of a 
capital nature and are therefore not regarded as income. Thus, compensation 
for loss of an office or employment, which is now treated as income, was 
not originally taxable. However, by statutory provision, retiring allow- 
ances which include compensation for loss of office or employment must be 
brought into income 11/. The proceeds of life insurance policies are 
ordinarily treated as capital receipts. Also, the position under the 
decided cases appears to be that under most circumstances if indebtedness 


of a business nature is forgiven, the amount foraiven is not income of the 


debtor 12/. 


Many other amounts may be treated as income or Capital, depending on 
the circumstances; examples are premiums for the granting of leases, dis- 
counts or premiums on loans, amounts received as a result of the breach or 
cancellation of a contract, the proceeds of insurance (apart from life in- 
surance), foreign exchange profits, payments of damages, government subsidy 
payments, and the proceeds of expropriation of property. This list is by 
no means exhaustive. In many cases difficulties have arisen in determining 
whether particular gains, in the circumstances of particular cases, are 
properly regarded as being of an income or of a capital nature, and dis- 


putes of this sort continue to arise. 


Other Gains Not Brought Into Income. Other items which are not treated in 


Canada as income include gifts and inheritances, and receipts of a windfall 


nature such as lottery prizes and winnings from occasional bets. 


Influence of the United Kingdom. In considering the Canadian tax system, 


it is desirable to keep in mind that it has been qreatly influenced by the 


tax system of the United Kingdom. Income tax was introduced in the United 


6h. 


Kingdom in 1799 and has been imposed there without interruption since 1842. 
The word income is not defined in the legislation, but the tax aoolies to 
income from particular sources and to other designated types of receipts. 
There are basic similarities, although there are also eignit icant dite 
ences, between the tax bases in the two countries. The United Kingdom 
legislation as amended over the years has been extensively interpreted in 
judicial decisions. These decisions have had persuasive effect in the 
Canadian courts, with the result that many of the principles and rules 
established in United Kingdom jurisprudence have been followed in Cariddasla 
The same is true to a lesser extent of decisions of tribunals in other 


8 


parts of the Commonwealth. 


The influence of the United Kingdom system may serve to explain why, 
as indicated above, the broadly worded "sweeping-up" clause in the Canadian 
Act “income from all sources" has had little real significance. Under the 
United Kinodom statutes only amounts of a specified type or referable to a 
specified source are subiect to tax. The only provision in the United King- 
dom legislation 14/ which might have been treated as a broad sweeping-uod 
clause, bringing additional types of income into tax, has been given a 
restricted interpretation by the United Kingdom courts. In other words, 
the fact that in the United Kingdom only pea from the specified sources 
and receipts of the kinds specifically mentioned were taxable, and the fact 
that the United Kingdom courts approached taxability with this in mind, 
probably contributed to the restricted interpretation of the sweeping-up 


clause in the Canadian legislation. 


The distinction between amounts of an income nature and those of a 
capital nature for tax purposes was established in the United Kingdom long 
before income tax was first imposed in Canada. Even there, however, the 
basis for the distinction is not entirely clear. It may be that introduc- 
tion of an income tax in that country when its economy was primarily 


agricultural gave rise to the view that income was the yield from a 
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productive source. The British came to regard the basic sources of income, 
that is, property, businesses, and offices and employments, as things which 
were inherently productive of income, and as being capital substances from 
which income emerged 15/. The source itself and the proceeds of a dis- 
vosition of such a source were Capital and not subject to bets tax; it was 
the yield from the source which was income and subject to tax. The analogy 
often used was that of the fruit and the tree. The fruit (or its value) was 
income, but the tree (or the proceeds of its disposition) was capital and 


not income. 


Another factor contributing to the distinction may have been the dis- 
tinction drawn under the United Kingdom law of trusts between the rights of 
the beneficiaries entitled to the income from, and the rights of those en- 
titled to the capital of, the trust property. There may have been other 
factors. Whatever its origin, however, the basic United Kingdom dis- 
tinction between income and capital receipts for tax purposes was accepted 
by the Canadian courts from the time income tax was first introduced in 


Canada. 


In the United Kingdom, gifts, inheritances and windfalls have not been 
subjeet to income tax. Here again, the reason for their original exclusion 
is not clear, although a contributing factor may have been that gifts and 
windfalls did not emanate from a specified source held by the recipient. 

In any event the Canadian practice has again followed that of the United 


Kingdom. 


Influence of the United States. The United States income tax law has had 
relatively little influence on the taxation of income in Canada. From the 
point of view of what is included in income, there has been a remarkable 
contrast between the development of the Canadian and United States systems. 
The present United States income tax was introduced in 1913, and under the 
current legislation tax is imposed on "all income from whatever source 


derived", including a list of specified items. The Supreme Court of the 
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United States has indicated that under this provision it is prepared to 
treat all receipts which constitute an accession +o a taxpayer's wealth as 
income, except those receipts excluded by specific provisions of the leqis- 
lation or by settled custom 16/. The result is that, starting with general 
words which are quite similar to the Canadian terminology, that is to say, 
"Sncome «ee. from all sources", the United States courts have evolved a con- 
cept of income which embraces all accessions to wealth except those ex- 
pressly excluded in the legislation. However, the Canadian courts have 
tended to bring into tax little which is not income from the three specific 
sources of income, or which is not brought in by other express provisions 
of the statute. It may be noted in particular that under the United States 
legislation, capital gains were held by the courts to be income in the 
ordinary sense. The preferential rates to which capital gains are now sub- 
ject in that country were provided for by legislative amendment in later 
years. It will be noted that gifts and inheritances probably would also be 
income except that they are expressly excluded from the tax on income under 


the United States legislation. 


Appraisal of Present System. The present Canadian tax system, when examined 
from the point of view of what is brought into tax, is seriously defective 


in many respects. 


The Act does not contain, nor have the courts in interpreting the 
legislation evolved, any clear, consistent concept of income. What is 
brought into income is determined under a collection of rules which have 
been developed over a period of time, to a considerable extent on an ad hoc 
basis; some of them are statutory, others are based on the practice of the 
tax authorities in administering the legislation, and still others are based 


on judicial interpretation of the statutes. 


It is clear that many items which increase the economic power of the 
recipient, that is, his ability to pay, and which in our view should in 


equity be taxed, are not included in the present income tax base. These 
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include, as we have noted, certain gains from the disposition of property, 
other capital receipts, the proceeds of life insurance, the benefit arising 
from the forgiveness of business indebtedness, gifts, inheritances and wind- 
fall receipts. Other illustrations of exclusions from the tax base and of 
the preferential treatment of particular types of income will appear in the 
chapters which follow. The omission of these items from the present tax 


base is, we are convinced, most inequitable. 


It is not surprising in the circumstances that great uncertainty has 
existed over the years as to what receipts, gains and benefits are properly 
regarded as being of an income nature for tax purposes. This has led to 
continual litigation and to frequent changes in the statute law. It has 
also meant that in many instances the form rather than the substance of a 
transaction has been important for tax purposes. By careful attention to 
matters of form, liability to tax has been avoided or minimized. To cite a 
simple example, the sale of the assets of a company may lead to substantial 
tax, while the sale of the shares of the company will ordinarily result in 
a tax-free gain. We believe that these difficulties, and the resultant in- 
equities of the present system, cannot be overcome without radical changes 


in the present system. What is required is a new comprehensive tax base. 
The Proposed System 


We would have preferred, in order to emphasize the radical differences 
between the comprehensive tax base we recommend and the present concept of 
income, to use some word other than income to describe the basis for tax. 

We have not, however, been able to find any obviously suitable word and are 
conscious that there are arguments for the retention of the traditional 
term. We will proceed in this Report, therefore, on the basis that what 

is being taxed under the comprehensive tax base will be termed "income" and 
that the tax with which we are concerned is an income tax. We will use the 
terms "comprehensive tax base", "profit" and "net gain" interchangeably with 


the word "income". 


Amounts Included in Income. From what we have said earlier in this and 
previous chapters, it will be clear that what we mean by income is the net 
value of virtually all receipts, gains and benefits realized during the 
year. By this definition we intend to bring into tax the value of the 
realized changes in the capacity of an individual to command goods and ser- 
vices for his own use. We have also made it plain that intermediaries, such 
as corporations, co-operatives and trusts, should be treated as having in- 
come and should be taxed thereon in order to prevent postponement of tax by 
the resident individuals who hold residual claims against them and in order 
to impose tax on non-residents who hold residual claims against them. The 
taxation of intermediaries should be integrated so far as possible with the 
taxation of resident individuals. Because we speak of net values, it will 
be evident that we contemplate that, as under the present system, income 
will be the balance remaining after certain deductions are taken from the 


amounts which are brought into income. 


It seems to us that in any legislation that may implement our proposals 
the term "income" should be defined in such a way as to give effect to the 
basic concept we have just mentioned, that isyatowinelude cinethe “tax base 
all realized changes in ability to pay. In principle, it should not be 
necessary to specify any particular kinds of income as being subject to tax, 
for all net gains, as defined, would be brought in under the general all- 
inclusive definition of income. However, we think it would he desirable, 
in order to make the implications of the charging section clear to taxpayers 
at the outset, to specify explicitly in the statute, without limiting the 
generality of the initial definition, that particular kinds of income should 
be taxed. This approach is quite important to ensure that all kinds of net 


gains are taxable. 


Under our approach, what is brought into income under the present system 
would continue to be taxable, but other kinds of receipts, gains and benefits, 


some of them of major significance, would also be subject to tax. 


ON 
XO 


Income from the three maior sources, business. property and an office 
or employment brought into tax under the present system would continue to 
form part of the comprehensive tax base and, in subsequent chapters, we 
will discuss the taxation of these kinds of income under the present system 


and under our proposals. 


We have mentioned that many kinds of gains not attributable to these 
three sources are taxed under the present system. We anticipate that such 


gains will continue to be taxable. 


Property Gains. We have referred to the fact that so-called capital gains 
(gains from the disposition of property) are not now taxable. It is clear 
to us that such gains add to the economic power or ability to pay of the 
recipient and that they should be taxed in the same way as other income. 

The only exception we propose jis a lifetime exemption, not exceeding $25,000, 


on gains from the sale of certain residential, including farm, properties. 


The comprehensive tax base would also bring into tax other net gains 
which have heretofore been treated as of a capital nature. Thus, the 
profit realized on the sale of a business would be income for tax purposes 
under the proposed tax system. We will discuss the treatment of life in- 
surance from the point of view of the policyholder and will recommend that 
ay aneial i the net proceeds of such volicies should be brought into income. 
The forgiveness of business indebtedness adds to the economic power of the 
debtor and should therefore be treated as income. The distinction now 
drawn between income and capital receipts with respect to such items as 
lease premiums, loan premiums or discounts, amounts received upon the breach 
or cancellation of contracts, the proceeds of insurance other than life in- 
surance, profits on foreign exchanae, damage payments, government subsidy 
payments, and the voroceeds of expropriation of nroperty should, we believe. 


disarnpear, and all should be brought into the tax base. 
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Gifts and TInheritances. Gifts and inheritances obviously add to the economic 
power of the recipient. We therefore recommend that, with the major exception 
of transfers between menbers of a family unit and with a number of relatively 
minor exceptions, they should be treated as income for tax purposes. The 
present gift tax and estate tax would therefore be abolished. We will dis- 
cuss the treatment of gifts and inheritances and the related question of the 


taxation of trusts and their beneficiaries in later chapters. 


Windfall Gains. Windfall gains of all kinds should, in our opinion, be in- 


cluded in income. These would include sweepstake winnings and gambling gains. 


Source of Income. We have indicated that we propose taxing income of all. 
kinds and we have specified particular kinds of income which we think should 
be taxed. A taxpayer may, of course, have a number of receipts which con- 
stitute income of the same kind. He may, for example, in a particular year, 
hold a number of properties which are productive of income, operate two or 
more businesses, receive several gifts, or benefit from government transfer 
payments of more than one type. We will use the term "source" of income to 
cover anythina that leads to the receipt of income, and we emphasize that 

we do not confine the term to the United Kingdom meaning referred to pre- 
viously of a capital substance from which income emerges. It will be neces- 
sary for one reason or another under our proposals, as it is under the 
present law, to determine the income from a particular source for a particular 


period. 


Exclusions from Income. Under our proposals, few net eae would be ex- 
cluded from the comprehensive tax base. However, we have suggested some 
exclusions, primarily for administrative reasons, to reduce the record- 
keeping problems of accounting for small amounts. The most substantial ex- 
clusion would arise from the proposed treatment of gains arising from dis- 
positions of certain residential, including farm, properties. We have 
suggested a lifetime exemption of $25,000 of gains on the disposition of 


such property. We will suggest that, initially, mortality gains and losses 


pe 


on Canadian life insurance policies which are incurred by the tax unit that 
paid the premiums should be excluded from income. However, once a transi- 
tional period had elapsed, and the impact of our other proposals for life 
insurance had been assimilated, the net proceeds of life insurance policies 
(after deduction of premiums paid and investment income taxed) should be 
brought into income. In addition, we have proposed that small exemptions 
should apply to the earned income of dependent members of the family unit 


and to gifts. 


We mentioned above that a number of relatively minor items are now ex- 
pressly excluded from income under the Act 17/. We would like to see most 


of these exemptions eliminated and will refer to most of them in Chapter 18. 


Effects of Adopting the Comprehensive Tax Base. It is our view that the 


adoption of the comprehensive tax base we recommend would greatly improve 
taxpayer equity by bringing virtually all increases in economic power into 
tax. Such a tax base would also have the very desirable ancillary benefit 

of substantially eliminating the uncertainty, and the various opportunities 
for tax minimization and avoidance, that we have found in the present system, 
because virtually all net gains would be taxable to residents at full per- 
sonal rates. The withholding of tax by intermediaries at maximum personal 
rates is primarily a collection device, but it does have important additional 
advantages. Thus, the form in which, or the time when, income is distributed 


by an intermediary would lose much of its significance. 
Methods of Computing Income 


Because the income tax is an annual tax, the year in which receipts and 
expenses are to be brought into account is a matter of importance to the 


taxpayer and the tax authorities. 


Both the cash and the accrual methods of computing income are in common 


use. Under the cash method, gains are included in income when they are 
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received and expenses are deducted from income when they are paid. Under 
the accrual method, gains that are receivable, in the sense that the right 
to receive them has arisen, are brought into income notwithstanding that 
they have not actually been received. Similarly, expenses which have been 
incurred, in the sense that the obligation to pay them has arisen, are 


deducted even though they have not actually been paid. 


In determining income for tax purposes, accounting methods are, of 
course, subject to the express provisions of the taxing statute and to the 
right of the courts to determine whether or not they are appropriate in the 
computation of income for such purposes. Under the Act it is expressly 
provided that certain kinds of income are taxable when received, and it | 
follows that such income is computed, subject to the terms of the Act, on 
the cash basis. Income from employment is one such instance 18/. Other 
examples are dividends, annuity payments and pension and similar benefits, 
but many others could be cited 19/. On the other hand, interest is to be 
brought in when received or receivable, depending upon the method regularly 
followed by the taxpayer in computing his profit 20/. In the determination 
of profit from a business, it is generally accepted that the accrual method 
is the appropriate method 21/. However, where a taxpayer is engaged in 
farming or practises a profession, the Act expressly permits him to adopt 
what is substantially the cash method of computing his income 22/ There 
has been a reasonable amount of latitude in the choice of a method of com- 
puting other kinds of income, provided the method adopted accurately re- 


flects profit and is consistently applied. 


We consider that the method of computing income for tax purposes should 
continue to vary according to the kind of income involved. The methods we 
recommend are designed to ensure certainty and overall equity between tax- 
payers. The attainment of the latter objective will require the use of 


some specific rules to eliminate deferment of income. 


We think that in general, income of all kinds, other than from employ- 
ment, business and property, should be brought into the tax base when re- 


ceived so that, in effect, the cash basis would apply. 


Income from employment should in our view ordinarily be taxed when re- 
ceived; but in Chapter 14 we will suggest special rules for the taxation of 
amounts not actually received by an employee but which have been set aside 


by the employer for the benefit of the employee. 


Income from business should, as we have mentioned, be the profit there- 
from for the year, and we think that such profit should be determined under 
the accrual method in all cases except that in specified cases individuals 
who derive income from farming or a profession with annual revenue below a 


specified limit should be entitled to continue to use the cash method. 


Our proposals with regard to income from proverty vary as between 
gains on the disposition of property and income from the holding of property. 
Gains on the disposition of property should consist of the excess of the 
net proceeds of disposition over the cost basis of the property and should 
be brought into account at the time the disposition occurs or is deemed to 
occur. Income from the holding of property should generally be included 
either when it is received or when it is receivable. In Chapter 15 we will, 
however, propose additional rules with respect to the taxation of certain 
income, for example, interest, which is set aside for the benefit of a tax- 


payer although it is not actually received or receivable by him. 


The method used to compute a loss from a source should, of course, be 


the same as the method used to compute income from the same source. 


We have pointed out that under the cash method amounts of an income 
nature are included in income when, but only when, they are received. Un- 
fortunately, there is at present some uncertainty as to what constitutes 
receipt or realization of income. For example, receipt of a cheque will 


ordinarily be considered to be receipt of cash, and, similarly, amounts 
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placed to the credit of the taxpayer will usually be regarded as having been 
received by him if he has agreed to this mode of payment and if the amount 
is at his disposal. However, this result has not been followed in all cases 
and some taxnayers have obtained an advantage by manipulating the date of 


recelvct. 


In many cases the debtor will be able to deduct the amount owing because 
he is on the accrual! basis, but the creditor will not be obliged to take it 
into income because he is on the cash basis. In our view this result is in- 
equitable and should be corrected, at least in those cases where the parties 
concerned are not dealing at arm's length. Accordingly, we recommend that 
the rules now contained in section 18 of the Act should be amended to provide, 
in effect, that no taxpayer is entitled to a deduction of any amount payable 
to a person who is resident or carrying on business in Canada and with whom 
the taxpayer was not dealing at arm's length, unless in the year of deduction 
that amount is included in the income of the creditor. Subject to the above 


modifications, the present provisions of section 18 appear to be satisfactory. 


However, the postponement of income through the use of the cash method 
is not limited to transactions between persons who are not dealing at arm's 
length. We have mentioned the introduction of special rules concerning 
employment income and some property income in those cases where the reCipient 
is usually on a cash basis and currently does not record any income until 
payment is actually received. Such a deferment of tax is inequitable, and 
either the deduction to the payer should be denied. a tax should be with- 
held at source, or the beneficiary should be required to include the siaunee 
in income. We concluded that one of the latter two alternatives is prefer- 
able and later recommend the one that appears most appropriate in each of 


the cases which we discuss in the relevant chapters. 


At the present time it is generally acknowledged that income will arise 


if it is received in money or in money's worth. The rules which have been 
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developed by the courts, subject to the present statutory provisions, such 


as section 24, appear to us to be satisfactory. 


Another question of general application with respect to the receipt of 
income will arise when a taxpayer receives an amount subject to an obliga- 
tion. The general problem in cases of this nature is whether the taxpayer's 
right to the amount in question is absolute and under no restriction, con- 
tractual or otherwise, as to its disposition, use or enjoyment. For example, 
if property has been left to a beneficiary under terms that require him to 
Day an annuity to some other person, the general rule is that the benefi- 
Ciary will be taxable on the entire amount of income, and will not be able 
to make any deduction for the annuity payments. However, if the property 
is given subject to a charge or trust to secure payment of the annuity, the 
beneficiary may be able to assert successfully that, to the extent of the 
amount charged or held in trust for another, the annuity never formed part 
of his income and accordingly is not taxable to him. In Chapter 17, we 
suggest that any payment required to be made as a Condition of receiving 
a gift should be deductible therefrom. 

Application of Accounting Practices in 
Determining Tncome from Business or Property 

| Under the present legislation, income from a business or property, sub- 
ject to other provisions of the Act, is the profit therefrom for the year 23/. 
Profit for this purpose has been found by the courts to mean profit as 
determined under recognized accounting practices, subject to any overriding 
provisions of the statute or decisions of the courts. In 1948, when the 
present legislation was being drafted, it was proposed that the Act should 
include a provision to the effect that, except as otherwise provided in the 
statute, income from a business or property should be determined in accord- 
ance with generally accepted accounting principles. This approach was 
eventually abandoned in favour of the present provision, in part because of 
uncertainty as to the accounting principles which could be said to be 


generally accepted. 
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Having regard to the passage of time since the present Act came into 
effect, we thought it advisable to question the Canadian Institute of 
Chartered Accountants, as a group representative of the accounting profes- 
sion, as to whether the determination of business and property income for 
tax purposes should be based on recognized accounting practices. As will 
appear later, their conclusion was adverse to this approach. We have decided 
that we should follow their conclusion. A letter from the Canadian Institute 
of Chartered Accountants is referred to in more detail in Chapter 22 and is 


reproduced in Appendix A to Volume 4. 


Generally speaking, we recommend a somewhat greater reliance on account- 
ing practices. We discuss this in Chapter 22. However, it will still be 
necessary for the statute to specify some rules with respect to the deter- 


mination of annual income. 


Timing of Revenue. The Act now contains a general prohibition on the 

deduction of amounts transferred to reserves, except as expressly permitted 
by the Act 24/. We think that such a provision is no longer necessary be- 
cause of the development of accounting practices, and we recommend that it 


should be deleted. 


For the same reason, we suggest that the present provisions of the Act 
dealing with doubtful and bad accounts receivable 25/ and unearned income 26/ 
should be repealed and replaced by general provisions to the effect that 
such items should be reasonable. However, specific, statutory provisions 
may be necessary for instalment sales, guarantees, indemnities and warranties. 
These matters are discussed more fully in Chapter 22. We also suggest in 
Chapter 24 that specific provisions be permitted to banks and in respect of 


mortgages. 


DEDUCTIONS IN COMPUTING INOOME 


The Present Tax System 


We have already pointed out that income for tax purposes is the balance 


Aids 


remaining after any permitted deductions are subtracted from what must be 
brought into the tax base. We have also mentioned that income is not 
defined in the Act. Nor is there a provision in the present legislation 
which explicitly confers a general right to deductions and establishes a 
concept of net income. The legislation does, however, contain provisions 
permitting some deductions and prohibiting others, either generally or for 
particular kinds of items. Decisions of the courts have also thrown light 
on what is, or is not, deductible in particular situations. We will now 


refer to the principal general statutory provisions of this kind. 


In Computing Income from Employment. So far as deductions in computing em- 


ployment income are concerned, the Act is quite specific. It lists partic- 
ular deductions which may be taken and states that no other deductions what- 
soever may be made in computing such income 27/. It should be noted, how- 
ever, that there are certain deductions which may be made by an officer or 
employee in computing income generally in addition to those that relate to 
the computation of income from his office or employment. Nevertheless, the 
present restrictions on deductions from employment income are more stringent 


than those applicable in computing income from business or property. 


In Computing Income from Business and Property and Other Sources. Income 
from a business or property is the profit therefrom for the year 28/. 


Profit is determined according to recognized accounting practices, subject 
to any express provisions of the Act and to any applicable legal decisions. 
Under recognized accounting practices, profits are ascertained by deducting 
from the income earned the cost of earning it. On this basis, the first 
step in determining whether a particular amount is deductible in computing 
income from a business or property is to determine whether it would be 
deductible in determining profit under recognized accounting practices; if 
it is not, that is the end of the matter unless the deduction is exoressly 
permitted by the legislation. If, however, the deduction is permitted 
under recognized accounting practices, it is then necessary to determine 


whether it is prohibited or limited by any express provision of the Act. 
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The first provision of the present Act to be considered in this con- 
nection is section 12(1)(a) which states that in computing income no deduc- 
tion may be made in respect of "an outlay or expense except to the extent 
that it was made or incurred by the taxpayer for the purpose of gaining or 
producing income from property or a business of the taxpayer" 29/. The 
Income War Tax Act provided that in computing profits or gains a deduction 
should not be allowed in respect of "disbursements or expenses not wholly, 
exclusively and necessarily laid out or expended for the purpose of earning 


the income" 30/. 


The provision of the earlier Act was quite restrictive and, for business 
income at any rate, was construed by the courts in a number of cases as pre- 
cluding the deduction of expenses unless they pated in effect, working ex- 
penses directly related to the earning of the income. This narrow construc- 
tion was, however, not uniformly adopted by the courts. Under the present 
provision, the prohibition applies to expenditures not made "for the puroose 
of gaining or producing income". It now seems clear from decisions under 
this provision that the narrow construction referred to has been overridden. 
If the purpose of an expenditure bears a reasonable relationship to the 
production of income, its deduction will not be prohibited by section 12 jytare 
It is not necessary to show a causal connection between such an expenditure 
and the actual receipt of income cE Yes Whether a particular expenditure was 
made for the purpose of gaining or producing income from a business or 


property must be determined on the facts of the particular case. 


Section 12(1)(a) of the Act is open to the interpretation that it pro- 
hibits any deduction in the computation of income unless the income is from 
business or property. As we have seen, this is because it provides that out- 
lays or expenses may not be deducted except to the extent they are made to 
gain income from property or a business. If this interpretation is correct, 
the resultant prohibition on deductions in Kone paREnE income of other kinds 


and from other sources is of general application and is subject only to 
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provisions such as sections 5 and 11 which expressly authorize particular 
deductions from employment income and other income. This interpretation of 
the effect of section 12(1)(a) was disapproved in a recent Exchequer Court 
decision 32/. The right of a taxpayer to a particular deduction was con- 
sidered both on the basis that the expenditure was made in a business venture 
and on the alternative basis that it related to a source of income other than 
business, pvroperty or employment. The view was expressed in the reasons for 
judgment that, on the alternative basis mentioned, section 12(1)(a) should 
not be interpreted as prohibiting the deduction of expenses involved in 
earning income from sources other than business and property. Under this 
approach, section 12(1)(a) would be concerned only with income from business 


or property. 


In addition to the restrictions of section 12(1)(a), there are other 
prohibitions and limitations in the Act which are applicable to expenditures 
generally, and not simply to expenditures related to particular kinds of in- 


come e 


The first of these is the provision which prohibits the deduction of 
capital losses or expenditures or of allowances in respect of depreciation, 
obsolescence or depletion, except as expressly permitted by the Act Boss 
We have seen that the exclusion from income of capital gains or receipts was 
established in the courts rather than by statute. In the case of capital 
losses or expenditures, however, there is a statutory denial of a deduction. 
Such denial extends not only to losses on the disposition of property, but 
to other losses and expenditures which are regarded as being of a capital 
nature. Just as certain items on the receipts side are income or capital 
according to the particular circumstances, many expenditures and losses are 
of an income or capital nature, depending on the facts of the case. Over the 
years there has been a very large amount of litigation on the question as to 
whether particular items were, or were not, deductible under this clause or 


its predecessor. There is continuing uncertainty in this area. 
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In some cases where expenditures of a capital nature are made, the 

asset acquired or the amount expended is eligible for capital cost allowance 
as permitted under the legislation, 34/ so that the amount involved is deduct- 
ible over a period in computing income for tax purposes. However, there are 

a number of types of expenditures which are quite properly made in the course 
of carrying on business and which are not deductible from income either cur- 
rently because they are of a capital nature, or over a period of time because 
capital cost allowance regulations do not apply to them. They have become 
known as "nothings". We refer to this problem at greater length later in 


this chapter. 


Exempt Income. Another general prohibition on.deductions in the present 
legislation relates to expenditures made to produce exempt income or in con- 
nection with property the income from which would be exempt Sor In practice, 
the principal importance of this provision is that it precludes the deduction 
of interest on money borrowed by one resident corporation to purchase shares 
of another resident corporation because, under the Act, dividends on the 


shares received by the purchaser are exempt income 36/. 


Personal or Living Expenses. Under a further provision of the Act the 
deduction of personal or living expenses of a taxpayer is specifically pro- 
hibited 37/. The provision contains an exception for travelling expenses 
incurred by the taxpayer while away from home in the course of carrying on 


his business. 


Unreasonable Expenditures. Another statutory restriction on deductions is 
that which provides that expenditures which would otherwise be deductible 
may not be deducted except to the extent that they are reasonable in the 
circumstances 38/. This provision permits the administration to challenge 
a particular expenditure as excessive but leaves the taxpayer the right to 


substantiate it in the courts. 


Expenditures Which Artificially Reduce Income. The last prohibition on 
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deductions to which we will refer here is the provision that a disbursement 
or expense may not be deducted if this would unduly or artificially reduce 
the income 39/. In view of the other restrictions we have discussed it is 


unlikely that this provision would be applicable, except in extreme cases. 


Specifically Permitted Deductions. Having referred to the nea important 
general restrictions on deductions contained in the Act, we must mention that 
there are other provisions of the Act which expressly permit certain deduc- 
tions to be made in computing income. Reference has already been made to the 
fact that particular deductions may be taken in computing employment income. 
Many deductions are expressly permitted under section ll of the Act which 
applies notwithstanding certain of the general restrictions on deductions 
which we have mentioned 40/. The deductions provided for under section ll 
include amounts in respect of depreciation, depletion, interest, doubtful 
accounts of a business, contributions under employee benefit plans, and 
alimony and maintenance payments as well as many others. In many cases 

there are limitations or restrictions relating either to the circumstances 

in which they may be taken or to the amounts which are deductible. Other 
sections of the Act also provide for the deductibility of amounts of par- 


ticular kinds. Many of these provisions will be referred to later in this 


Report. 


ree of the Present Deduction Provisions. Our view is that the present 
position with regard to the deduction of expenses for tax purposes leaves 
much to be desired. Deductibility does not appear to be based on any general 
principle. In the area of employment income the rules are unduly restrict- 
ive. In determining income from business or property, the position with 
respect to the deduction of current expenditures does not now seem to be 
unreasonable. However, just as we consider that gains on the disposition 

of property and other capital receipts should be included in income, so are 
we critical of the principle that losses on the disposition of property 


and other losses or expenditures of a capital nature are not deductible at 
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some time. It is clearly unreasonable that many of the so-called "nothings" 
should be denied deductibility either currently or over a period. The con- 
fusion and uncertainty which arise as to the deductibility of expenses and 
losses under the present system seem to be no less than that existing on the 
revenue side. We think that this confusion and uncertainty will be materially 


dispelled under our proposals. 
The Proposed System 


The question of deductions becomes more important when additional kinds 
of income are brought into the tax base. In keeping with our approach that 
all income, in the broad sense in which we use the term, should be taxable, 
it is clear that in principle all expenditures. other than those that confer 
personal benefits on the taxpayer, should be deductible in the determination 
of income. The two basic problems in this area are to devise methods of 
preventing the deduction of personal expenditures and to decide when non- 
personal expenditures should be deducted. Similar problems exist in formu- 
lating principles for the treatment of losses that are both equitable and 
administratively feasible. The comprehensive tax base logically requires 
the deduction of all losses unless they in fact represent a type of personal 
expenditure. The question of when losses should be deductible is just as 
significant as determining when expenditures should be deductible. The 
problems of the timing of deductions and the treatment of losses are dealt 


with under separate headings later in this chapter. 


As we discussed in the previous chapter, we consider it important that 
taxpayers be prevented from deducting personal expenditures in the deter- 
mination of taxable income. We propose to tax the increase in each tax- 
payer's capacity to command goods and services for his own use. To allow 
the deduction of expenses that confer personal benefit on the taxpayer, 
either because they provide tax-free goods or services for the taxpayer, 
or because they constitute gifts from the taxpayer to others, would result 


in a serious understatement of the tax base of some taxpayers. Although 
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the objective is perfectly Clear, it is a difficult task to design a simple 
and fully enforceable system that will preclude the deduction of personal 


expenses. 


In our view the problem should be approached in two ways simultaneously. 
There should be general rules that deny the deduction of personal expenditures, 
and there should he specific provisions in the legislation that explicitly 
deny particular kinds of expenditures where there is likely to be a sub- 
stantial personal benefit involved. To rely solely upon general rules would 
make full enforcement virtually impossible; to rely solely upon specific 
provisions denying deductions would place a premium on the skilful manipula- 


tion of the affairs of the taxpayer to avoid the letter of the prohibition. 


It seems to us that there are three general rules which should govern 
the deductibility of expenditures, regardless of the type of income involved. 
We will deal with each of them briefly here, but their application to income 
of particular kinds will be dealt with in more detail in subsequent chapters 
where it will be made clear that the general rules will have to be supple- 
mented by specific rules applicable to income received from certain sources. 
The first of these rules has both positive and negative aspects in that it 
contemplates that certain expenditures should and others should not be 
deductible. The other two rules are essentially restrictive in that they 


disallow expenditures which might otherwise be deductible. 


Expenditures "Reasonably Related" to the Gaining of Income. The first general 


rule is that expenditures should be deductible only if they are reasonably 
related to the gaining or producing of income. The positive side of this 
rule is that all expenditures reasonably related to the gaining or producing 
of income should be deductible; the negative side is that any expenditures 
not so related should not be deductible. It seems to us that both aspects 
might well be reflected in the legislation. We emphasize that under our 
proposals the present distinction between income expenditures and so-called 


capital expenditures would disappear and therefore would not affect 


entitlement to deductibility, although, of course, questions of the timing 


of deductions would remain. 


The words "reasonably related to the gaining or producing of income" 
are intended to state a general principle rather than to suggest any specific 
wording for the statute. We doubt that the terminology now used in section 
12(1)(a), which is "for the purpose of gaining or producing income", would 
be suitable under the comprehensive tax base, even if it were clearly made 
applicable to income of all kinds and not only to income from business or 
property. The comprehensive tax base would bring into income such items as 
gifts which may not result from purposeful activity of the recipient but 
from which deductions may be appropriate. “s any event, we emphasize that 
whatever words are used should be capable of a broad interpretation so that, 
subject to any other statutory rules, any expenditure made in the expecta- 


tion of producing a net gain or as a consequence of an activity or situation 


which might reasonably be expected to produce a net gain would be deductible. 


For a number of reasons, we have concluded that there must be a restric- 
tion on deductions of the type implied in this general rule. Cases decided 
under section 12(1)(a) have shown that taxpayers claim deductions when their 
relationship to the earning of income is too remote to warrant deductibility 
under a taxing statute. What constitutes a satisfactory relationship should, 
we think, be determined on the facts of the particular case. As we have al- 
ready stated, gifts should not be deductible to the donor, because they are, 
in substance, expenditures of a personal nature. “The "reasonably related" 
rule should preclude the deduction of that part of an expenditure that con- 
stitutes a gift by the taxpayer rather than e payment for goods and services 


at market prices. 


Summing up the position under the first general rule, we think that 
on the positive side it gives the taxpayer a statutory right to deductibility 
which is broader than any he now has. On the negative Sides cit gives the 


tax authorities a type of residual protection against the deduction of 


expenditures which the taxpayer may think are reasonably related to the 
earning of income but which the tax authorities, and, in the event of dis- 
pute, the courts, may consider not to be so related. This rule would result, 
among other things, in the disallowance of some expenditures which are of a 
personal nature and are not related to the earning of income, and will be 


supplemented in this respect by our other general rules. 


Unreasonable Expenditures. The second general rule is related to the first 
and would assert that expenditures otherwise deductible should not be allowed 
to the extent that they are unreasonable in the circumstances. This rule 

is concerned primarily with the amount of an expenditure whereas the first 
relates more to the nature of the expenditure. The rule has a parallel in 
the present legislation, 41/ and we consider that it is also necessary under 


the comprehensive tax base to prevent tax avoidance. 


Expenditures of a Personal Nature. The third general rule is that expendi- 


tures of a personal nature, that 1S, expenditures made for personal use or 
consumption, should not be deductible. The present legislation prohibits 
the deduction of personal or living expenses 42/. Under the comprehensive 
tax base this rule would have a very broad application. Thus, it should ex- 
Clude the deduction at any time of any part of the cost of the acquisition 
of property for personal use or consumption, except in computing the gain 

or fe arising from the disposition of the property. Tt would also exclude 
the cost of carrying or maintaining such property. Property acquired for 
personal use or consumption may, of course, later be used for some other 
purpose, and vice versa, and we will recommend that there should be a deemed 


disposition of the property when such changes in use occur. 


Application of Rules to Particular Expenditures. We now refer briefly to 


the application of these rules to expenditures related to employment, to the 
holding of property and to business. Detailed discussion is contained in 


the chapters concerned with the major sources of income. 
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Wie have suggested that there should be a more liberal aporoach than 
currently exists to employee expense deductions. We believe that the 
best way to achieve an equitable treatment of expenses related to employ- 
ment is generally to anply the same rules to these expenditures as are 
to be avrlied to business expenditures. Thus, the present vorohibition 
on the deduction of most employment exvenses should be withdrawn, and 
the three rules outlined above should apoly. To reduce the admini- 
strative oroblems of accounting for many small expenditures, we suggest 
the use of an optional standard deduction of 3 per cent of employmen* 
income, with a maximum deduction of $500, in respect of the expenses of 
earning such income; but we also Beanies that the employee should be 
entitled to substantiate a larger seat if he can do so. However, 
there are some expenditures, of which commutina expense is an example, 
which have some relation to emplovment but which have been, and in our 
view should continue to be, disallowed as being more of a personal 
nature. Therefore, it will be necessary for greater certainty to have 
specific provisions in the legislation disallowing a number of expendi- 


tures that might otherwise be deductible under the general rules. 


It seems apparent that the average individual acquires much of his 
property, for example, household furnishings and equipment, for personal 
use or consumption and not for the purpose of deriving income. Ex- 
penditures required to carry and maintain such property should not be 
deductible. There will, however, be cases where property is acquired 
partly in anticipation of earning income and partly for personal use. 

An obvious example is the purchase of a home a portion of which is 
rented. Here the part of the expense of carrying and maintaining the 
property which represents an exvenditure of a personal nature should 

not be deductible in computing the income from the holding of the 


proverty. 
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An asset that a taxpayer holds, whether or not it is acquired for 
personal use or consumption, may be disposed of at a gain. Under the 
comprehensive tax base such a gain would be taxable (unless it comes 
within the lifetime exemption for gains on residential and farming 
property). However, a taxpayer may incur deductible expenditures re- 
lated to the holding of property which exceed the annual income there- 
from and so produce an annual Operating loss, although the property 
is eventually disposed of for an amount exceeding the total costs. 

For this reason, we later recommend that a taxpayer should be allowed 
to elect to add certain deductible expenditures related to the holding 
of property to his cost basis of such properties, rather than to treat 
them as operating items. Where, however, the property is held for 
personal use, we do not consider that he should be entitled either to 
deduct the expenses from operating income or to add them to the cost 


basis. 


Problems may also arise for a business with respect to expenditures of 
a personal nature. The general rules we have discussed would serve 

to prevent the deduction of most of these expenditures. There are, 
however, expenditures (other than normal remuneration) that are a 
reasonable cost of doing business but also confer a benefit on an 
employee, supplier, customer, proprietor, partner, shareholder or 
member. In later chapters we make specific suggestions for the taxa- 
tion of these benefits, either in the hands of the recipient or the 


provider. 


Capital Outlays. We have discussed some of the existing restrictions on 


deductions from income and have indicated that there are now restrictions 


on the deduction of outlays of capital 43/. Our basic approach is that all 


expenditures reasonably related to the production of income should be 


deductible, subject to the other statutory rules. A restriction on outlays 


of a capital nature would be incompatible with that approach, although the 


timing of the deduction of expenditures would remain important. 
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Exempt Income. The present legislation also disallows expenditures made to 
produce exempt income 44/. Under the comprehensive tax base, virtually all 
gains would be subject to tax. We therefore do not believe that such a 


provision would continue to be necessary. 


Provisions in the Legislation for Specific Deductions. There remains the 
question of the extent to which the legislation should provide for specific 
deductions in computing income. Under our proposals most expenditures 
reasonably related to the production of income would be deductible at some 
time. We anticipate that a significant number of the detailed provisions in 
the Act relating to specific deductions 48/ would cease to be required. 
However, some provisions for specific deductions would continue to be neces- 
sary because some types of expenditures are not related to the earning of 
income, as in the case of alimony and maintenance payments. With respect 

to certain expenditures, the legislation should continue specifically to 
limit the amounts which are deductible for tax purposes, as in the case of 


charitable donations and contributions to registered retirement income plans. 


Timing of Deductions. All deductible expenditures should be deductible 
currently except for the three following specified classes of expenditure 


which will provide benefits for periods extending beyond the taxation year: 


1. Expenditures for the acquisition of business inventories, to which we 


refer below. 


2. Expenditures for te acquisition of the long-term assets specified in 
capital cost allowance schedules which would become deductible through 
the claiming of capital cost allowances. Most of the so-called 
"nothings" would be currently deductible or would fall within one of 


the present or new capital cost allowance classes. 


3. Expenditures to acquire securities, land, goodwill, trade marks and other 
assets of indefinite life. We think that any deduction in respect of 
such expenditures should be permitted only on disposition of the asset 


or upon a proven loss in value. 
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We recommend that the provisions of the Act and the Regulations with 
regard to inventory valuation should be repealed, and that inventories 
should be valued in accordance with recognized accounting practices. How- 
ever, we later suggest certain limits on the extent to which the last-in- 


first-out method of inventory valuation may be utilized. 


The principles applicable to the determination of business income should 
also be applicable, in appropriate cases, in computing income from other 
sources. Thus, we think that the capital cost allowance system should apply 
in determining income from the holding of property, and that a reasonable 
provision for bad debts should be permitted in connection with the sale of 


an asset on credit. 


General Treatment of Losses. A taxpayer may sustain losses rather than make 
gains from carrying on an activity which he anticipates will be productive 

of income. Losses usually result from the holding or disposition of property 
or from carrying on a business. We have seen that losses of a capital nature, 
whether they arise from the disposition of property or not, are not at present 


deductible in computing income. 


Under our proposals, gains of all types would be brought into the tax 
base. These would include gains from carrying on business, gains from the 
disposition of property and other gains which have heretofore been treated 
as being of a capital nature. There would be losses corresponding to each 
of these types of gains, for example, losses sustained in holding or dis- 


posing of property, or losses sustained in carrying on a business. 


Under the present system, income is treated as an aggregate concept, 
and it is possible, in computing income for the year, to deduct from the 
income realized from certain sources, losses of an income nature realized 
from other sources. The one exception is the provision which limits the 
amount of the loss from hobby farming which may be deducted from other 


income 46/. In addition, subject to certain restrictions, business losses 
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of one year may be carried back against business income of the previous year 


and forward against business income of the following five years 47/. 


Our general approach is that all losses, other than those of a personal 
nature, should be deductible for tax purposes from any income and that there 


should be liberal rules relating to the carry-over of such losses. 


We now turn to an outline of our proposal which includes certain limita-_ 
tions intended to prevent the deduction of items that are largely of a 


personal consumption nature. 


Losses from Holding Property. The holding of property during a particular 
year may result in an excess of operating expenditure over operating income. 
Where the property is held for personal use or consumption, such expenditure 
should, as we have said, be disallowed. Therefore, the question of an 
operating loss on such property for tax purposes should not arise. However, 
operating losses will occur in other cases; for example, where land or a 
security is held in whole or part for purposes other than personal use or 
consumption. Because a taxpayer is not required to bring unrealized property 
gains into income, we do not consider that he should be entitled to deduct 

a loss from the holding of property from other income for the year. However, 
in order to obtain a matching of income and expense while limiting the 
deduction of personal expenditures, the taxpayer should ordinarily be en- 
titled to two alternative types of relief in respect of such an operating 


loss: 


1. To carry such a loss forward against operating income from the holding 


of the same property for an indefinite period. 


2. Because some of the annual expenditures might be related to the gain which 
might ultimately be realized on the disposition of the property, to elect 


to add the amount of certain expenditures to the cost basis of the property, 


rather than to treat them as operating expenses to be deducted in the 
computation of the annual income. As we explain in Chavoter 15, such 
amounts would be snecified and might include interest costs. expenses 
incurred in oreserving title to the property, the amount of any damages 
for which the taxpayer hecame responsible as the holder of the property, 
and property taxes. It is not intended that this election would be 
employed as a means of deductino versonal expenditures, so the interest 
and property taxes applicable to a residence and the adjacent land 
should not be deductible under this election. The general prohibition 
against the deduction of versonal expenditures should accomplish this. 
Under this second type of relief, the taxpayer would be able to reduce 
or eliminate an operating loss which he might not have been able to 
deduct. from subsequent income from the holding of the oroperty prior 

to disposition, and his gain or loss on the ultimate disposition of 


the asset would be affected by the increase in the cost basis. 


Losses on Disposition of Property. Because we contemolate that all agains 


on the disposition of property, exceot limited gains on certain residential, 
including farm, proverties, should he taxable, equity requires that al] 
losses on such dispositions should be deductible in computing income. With 
minor limitations to preclude the deduction of items of personal expenditure, 


we recommend that such deductibility be vermitted. 


In substance, our approach is that a loss on the disposition of a 
property should be deductible if the property is of such a kind that ex- 
penditure on its acquisition would be deductible at some time under the 
general statutory rules we have proposed. The vrincival effect of this 
approach would be to deny deductibility to losses on property held for 
personal use or consumption. ‘Ye are convinced that such a denial is es- 
sential. Moreover, we would expressly deny a deduction for losses on the 
disposition of real pronerty used by the taxpayer as a residence. even 
though the general rule would partially cover this, to match the exclusion 


already mentioned for gains on such proverty. 
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We recommend that losses on the disposition of property, which are not 
disallowed under a specific provision, should be deductible from income of 
all kinds in the year of loss and that it should be possible to carry them 
back two years and forward indefinitely against income of all kinds. This 


treatment is the same as that suggested below for business losses. 


For losses on the disposition of property that would not be deductible, 
because the property had been employed in personal use, we suggest another 
tyoe of relief. It seems to us that a loss on the disposition of property 
of a particular: class, such as works of art, should be deductible from 
gains on the disposition of other vroperties of the same class in the year 
of loss, in the previous two years, or in the: following six years. The 
classification of such vroperties might be established by regulation in 


order to provide a degree of certainty in this area. 


We deal at some length in Chapter 15 with the treatment of losses on 
the disposition of property and suggest an alternative approach to the prob- 
lem in the event that the treatment recommended above is regarded as too 


generous or proves difficult to administer. 


Business Losses» We have already mentioned that, under the present system, 
an operating loss of a business ordinarily may be applied against income of 
other kinds in the year in which it is sustained and may also, subject to 
certain restrictions, be carried back against business income of the pre- 
vious year and be carried forward against business income of the following 
five years. We think that such losses should continue to be applicable 
against income from all other sources in the year of loss, but that) tne 
present loss carry-over provisions should be liberalized. It should be 
possible to carry business losses back two years and forward indefinitely. 
It should also be possible to apply all deductible business losses against 
income from all sources, rather than simply against business income during 
the carry-over period. The requirement that a loss is deductible only to 


the extent that it was not deductible in a prior year should be retained. 
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However, there is one limitation which we think should be imposed on 
this liberal treatment of business losses to ensure that expenditures that 
are mainly of a personal consumption nature are not deducted from other in- 
come. Although the proposed general rules should be effective, they are 
difficult to apply to a business Operation that is maintained despite per- 
sistent losses because the owner is obtaining a non-monetary personal benefit 
from the operation. The so-called "hobby farm" is one example of such an 
operation, although loss activities for personal satisfaction are by no 
means limited to farming. The suggested limitation would apply where a 
particular business sustains net losses over a lengthy period. It does not 
seem reasonable to us that it should be possible to apply such losses 
against gains from other businesses or against other income of the taxpayer. 
We realize that difficulties may arise in determining whether one or more 
businesses are being carried on by a particular taxpayer and in segregating 
businesses in such cases, but we do not think such difficulties are insur- 


mountable 48/. 


We appreciate that it is necessary, in considering a limitation of 
this kind, to take into account the special position of a new business. ht 
will frequently take such a business a number of years to establish itself. 
We also appreciate that it is necessary to consider the position of an 
established business which encounters new conditions and as a result incurs 


consistent losses. 


We propose that losses of a business (whether or not it is a new 
business) should be deductible from income from all sources in the year of 
loss, in the two preceding years and in future years, unless and until 
losses have been sustained in three years which fall within a five-year 
period. However, if losses have been incurred in three such years, any 
further loss incurred following the third such loss year should not be 
deductible from any income of the taxpayer, either in the year of loss or 


any other year, from sources other than the loss business. Such subse quent 
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losses could be carried back two years and forward indefinitely and applied 
against income of the same business. If, after sustaining such losses, the 
business then becomes profitable, and the profits realized in the years 
subsequent to the loss years exceed all losses from the same business 
deducted in previous years (including the losses deducted from other income), 
such business would again become eligible to claim an unlimited write-off of 
losses against other income unless and until the three-year rule again be- 


comes operative. 


The limitations which we have suggested should prevent the erosion of 
tax revenue by the continued application against gains from other sources, 
of losses sustained by businesses that are carried on with no reasonable ex- 
pectation of profit. We think the limitation we have suggested, in con- 
junction with the direct disallowance of personal expenditures, should sub- 
stantially eliminate the hobby farm problem so that there would be no need 
for continuation of the present provision of the Act on that subject 49/. 

In addition, we think that a completely general provision of this nature has 
merit in that it should be capable of useful application in many areas other 


than that of farming as now defined 50/. 


It should be noted that in computing a loss a taxpayer need not claim 
capital cost allowance, and therefore a limitation of this nature should 
usually be of little concern to a genuine business operation. In addition, 
we later recommend that certain specific expenditures such as property taxes 
and interest, should, on election, be capitalized rather than be included 
in operating expenses. Again this would reduce the possibilities of a loss 


being sustained in a genuine business operation. 


It might also be provided that any losses sustained subsequent to the 
three years would be deductible from all other income if the business had 
an overall profit, that is, if the profits exceeded the losses, during a 
period of, say, seven years beginning with the year of loss. A provision 


of this nature would permit, for some businesses, the deduction of a loss 
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from other income in the year of loss, rather than requiring it to be 


carried forward for deduction from income of the same business. 


It is not our intent that our proposals should inequitably worsen the 
position of the bona fide farmer who needs to take off-farm employment to 
assist in maintaining and expanding his farm. If it is felt that our pro- 
posals would deter such farmers from taking off-farm employment, considera- 
tion should be given to a modification of the loss limitation to provide 


additional relief in this case. 


We also recommend later that the legislation should continue to re- 
strict the transferability of losses, although the introduction of the 
comprehensive tax base, and the liberal loss carry-over provisions would 


mean that most losses would be deductible at some time. 


Other losses. In the event that losses arise which are not from the holding 
or disposition of property or from the carrying on of business, it seems to 
us that they should be allowed, assuming they have been computed in accord- 
ance with the general rules for computing income. Here again we think it 
should be possible to apply the losses against any other income in the year 
of loss and to carry them back two years and forward indefinitely against 


all income. 


Summary of Proposed Treatment of Deductions. It is therefore our view that 


the introduction of our comprehensive tax base would greatly improve tax- 
payer equity by allowing the deductions of all expenditures involved in 
earning income. Thus, the category of "nothings" would be eliminated from 


legitimate business expenditures. 


In addition, all expenditures laid out to earn income would be Similarly 
deductible, regardless of the type of income involved. In this connection, 
we recommend the removal of the limitation on the deduction of expenses 


related to employment income. 
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Ne have pointed out, however. that expenditures of a personal consump- 
tion nature should not be allowed to reduce the comprehensive tax base. We 
are very conscious of the difficulty of determining when an exvenditure is 
in fact of a personal nature. [t is obviously necessary for overall tax- 
paver equity to ensure that this aspect of the comprehensive tax base does 
not become the subject of widespread taxpayer abuse. It is also important 
that any uncertainty as to the meaning of the tax legislation should be 
reduced to a minimum. We have therefore proposed that the existing statutory 
provisions prohibiting the deduction of personal or living expenses should 
be retained and that it should be left to the courts to continue to establish 
general principles of what ‘is, and is not, deductible. However, to reduce 
the uncertainty in borderline areas, we provose that the legislation should 
also specifically define certain expenditures to be of a personal nature. 

We appreciate that many taxpayers will feel that the arbitrary nature of the 
latter rules and the proposed limits are unduly restrictive. However, we 


feel this is an area where the limits must not be liberal. 


On the other hand. we recommend that a liberal approach be taken as to 
the timing of oroperly deductible expenditures. Although we do not recom- 
mend that all income should be taken into account as soon as it arises, we 
do suggest that, in general, expenditures should be deductible as soon as 
incurred, even if they vrovide substantial benefits for future periods. 
Although this severely twists the concept of matching income and expenses, 
to the substantial benefit of the taxpayer, we feel that such liberality 
would minimize the inequities that would arise if the general principles 
were applied rigorously, would reduce the uncertainty that could arise if 
many items had to be allocated in some fashion over a number of time periods, 
and would provide some economic benefit in permitting the immediate write- 
off of expenditures such as research, staff training and product development, 


that have some longer run value. 


Thus, not only should all the costs of obtaining income be deductible 


but most of them should be deductible when incurred. This liberal] approach 
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should also be carried over into the treatment of losses to ensure that 

when the expenditures on one endeavour exceed the revenue therefrom, the 
taxpayer would be able to offset such losses against other income as rapidly 
as possible. Similarly, the approach that all income-producing expenditures 
should be deductible at some time should be carried over to permit the al- 


lowance of all losses (other than those of a personal nature) at some time. 


It should also be noted that our recommendations have been designed to 
treat all income in a similar fashion, regardless of its source. Thus, the 
current importance of the differentiation between business and investment 
income would disappear. Whether a property or business yields a gain or a 
loss, and whether the gain or loss is of an operating nature or arises from 
the disposition of an asset, the tax position would be the same. Thus, 
where we have suggested limitations, such as on the deductibility of some 
expenditures and on the allowance of some losses, we recommend that they 
apply in a similar fashion to both kinds of income. As a result, we would 
expect that much of the uncertainty and litigation arising under the present 
system, because of the attemot to differentiate between sources of income, 


would disappear. 


CLASSES OF TAXPAYERS 


Individuals and Families 


Under the present legislation the individual is the tax unit for pur- 
poses of personal income tax. We propose that a husband and wife and their 
dependent children should constitute a tax unit. This would ordinarily in- 
volve the aggregation of their incomes in a joint return and the income of 
the family unit would be taxed according to a particular rate schedule 
applicable to such units. There would be tax advantages, which are referred 
to in Chapter 11, to membership in a family unit. An individual who was 
not a member of a family unit would constitute a separate tax unit and be 


taxed on a separate rate schedule. 
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Sole Proprietorships, Partnerships 
and Syndicates 

Where an individual carries on business as a sole proprietor, the in- 
come of the business is now treated as his income. Partnerships and syn- 
dicates are not treated as separate taxpayers, and, under the Act, partners 
and members of syndicates must include in personal income their share of 
partnership income for the year whether or not they withdraw it 51/. We 


propose that these treatments be continued. 
Intermediaries 


Speaking generally, under the present system, corporations are treated 
as separate tax-paying entities and are taxed on their corporate income}; 
when they distribute their after-tax income to the shareholders, the latter 
bring the amounts distributed into income. Under our proposals, the corpora- 
tion would be taxed on its income, but the rules with regard to distribution 
from such taxed income to resident shareholders would be materially changed. 
In effect, resident shareholders would be taxed on their portions of the 
pre-tax corporate income that the distribution or allocation represents, 
and they would receive full credit against their own tax for the corporate 
tax paid on such income. The effect of this proposal would be that the 
treatment accorded to corporate income would be similar in principle to 


that applied to individual proprietors or partners. 


Our approach to the tax treatment of corporate income brings the taxa- 
tion of the ordinary corporation and its shareholders much closer to the 
present taxation of the co-operative and its members or patrons. We later 
suggest changes in the taxation of co-operatives which would bring the taxa- 
tion of corporate and co-operative income flows even more closely into line. 
We also suggest changes in the taxation rules applicable to other mutual 
organizations such as credit unions, caisses populaires and mutual insurance 
companies, and to charitable organizations, private clubs and non-profit 


organizations. 
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Under the Act, trusts and estates are treated as individuals for tax 
purposes, and special rules apply to the taxation of the income therefrom oes 
We will make recommendations under which the taxes imposed upon them would 
be integrated with the tax liabilities of resident beneficiaries, in much 
the same way as is recommended in the case of other intermediaries. We have 
already mentioned that we recommend treating gifts and inheritances as in- 
come of the recipient for tax purposes and abolishing the present gift and 


estate taxes. 


We believe that the taxation of intermediaries, such as corporations, 
co-operatives and trusts, should be integrated so far as possible with the 
taxation of the individual shareholders, members, or beneficiaries who hold 
residual claims against these entities. Our Specific proposals are designed 
to reduce opportunities for tax avoidance and to remove any discrimination 


against income passing through such intermediaries. 
Residence 


In this chapter, we have noted the differing tax treatment of residents 
and non-residents of Canada under the present law. Under our proposals 
this basic distinction would remain. However, residence would be of added 
importance with regard to income from intermediaries since, in general, only 
the taxation of resident individuals would be integrated with the taxation 


of intermediaries. 
THE DETERMINATION OF TAX 


Under the present Act, once net income, the agaregation of all gains 
and losses, has been ascertained, certain amounts are deductible therefrom 
in computing taxable income $3/s For an individual, they include amounts 
based upon his single or marital status, the number and age of his dependants, 
and his medical expenses. For taxpayers generally, they include charitable 
donations and gifts to the Crown. In the case of resident corporations, 


they also include, subject to certain restrictions, dividends from other 
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resident corporations and dividends from other corporations of specified 
types in which the recipient has a particular share interest 54/. We recom- 


mend a number of alterations in this treatment. 


Our general approach to the treatment of non-discretionary expenditures 
of individuals, and to the granting of certain concessionary allowances, has 
already been discussed. We have suggested that the present system of de- 
ductions from the income of individuals, which depends on their personal 
status and dependants, should be replaced by a system of credits against tax, 
and that credits should also be granted to working mothers with school age 
children, and in respect of certain expenditures on vost-secondary education. 
However, we recommend that the present general approach of permitting de- 
ductions in resvect of certain medical and related expenses and charitable 


donations should be continued. 
The Rate Schedules 


The tax now imposed on the taxable income of individuals is calculated 
from a rate schedule in the Act under which the initial rate is 11 per cent 
and the top marginal rate is 80 per cent outs In Chapter 1l we propose 
that there should be two rate schedules for personal taxation. One of these 
would be applicable to family units and the wht to individuals not ina 


family unit. The top marginal rate in each schedule should be 50 per cent. 


Under the Act there is a dual rate of tax on corporate income 56/ = We 
recommend that this dual rate of tax be replaced by a single rate of tax 
equal to the proposed top marginal personal rate of 50 per cent. To com- 
pensate for this change, particular types of concessions for new and small 


businesses, both corporate and otherwise, are proposed in Chapter 22. 


Deductions from Tax 


The Act permits certain deductions to be made from the tax otherwise 


payable by individuals and corporations. The basic deductions are summarized 


below. 


Provincial Abatements. The provinces of Canada all impose taxes on the in- 
come of individuals and corvorations. Under the Act, deductions from tax 
are allowed both to individuals 57/ and to corporations 58/ in respect of 
income earned in the year in a province. These deductions are referred to 
in Chapter 38, where we emphasize the importance we attach to harmonizing 


the federal and provincial tax systems in the future. 


Dividend Tax Credit. Individuals who are resident in Canada are presently 
entitled to deduct from tax 20 per cent of the net dividend income received 
from taxable Canadian corporations 59/. This dividend tax credit was 
designed to mitigate the effect of taxing corporate income both to the 
corporation and, on distribution. to the shareholder. Under our proposals 
for the taxation of corporate income, this provision would no longer be re- 
quired, because resident shareholders would receive full credit for the corpo- 


rate tax paid on income distributed. 


Foreign Tax Credit. Residents of Canada are taxed under the Act on income 
from sources outside as well as from inside Canada, but they are entitled 

to credits against the Canadian tax on such income in respect of the foreign 
taxes they pay on foreign source income 60/. These credits and our proposals 
with respect to the treatment of foreign source income are dealt with in 


Chapter 26. 


Provincial Mining and Logging Taxes. The Act contains a provision for a 


deduction from tax in respect of provincial logging taxes 61/'% It also 
provides for a deduction in respect of provincial mining taxes 62/" How- 
ever, the latter is not a deduction frem tax but a deduction in computing 
income. We recommend in Chapters 23 and 25 that all such taxes be allowed 


in the future as deductions in computing income. 


Credits Against Tax Generally. The present deductions from tax mentioned 


above relate, with the exception of the dividend tax credit, to taxes paid 


to other governments whether provincial or foreign. Under our proposals 
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this kind of deduction from tax would continue, but there would be two 
other basic types of credits against tax. The first is exemplified by the 
credit that would be available by virtue of family status; here there would 
have been no prior payment to another government. The second arises when 
the taxpayer receives credit in respect of a tax paid by someone else. 
This type of credit may arise, for example, when the taxpayer receives a 
distribution from an intermediary such as a corporation, co-operative or 
trust. 


Concessions to Certain Industries and 
Special Types of Corporations 
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As the present system has developed, special rules have become applic- 
able to the taxation of particular industries, particular types of taxpayer, 
and particular types of income. We have considered these special cases 
critically and in many instances suggest modification of the present rules. 
We discuss, for example, the taxation of the mining and petroleum industries, 
certain financial institutions, farming, fishing, forestry, the construction 
industry and general insurance. In each of these cases we propose altera- 
tions to the present treatment. We also indicate that the present tax 
treatment of personal corvorations and diversified investment companies 
would have no place under our proposals. In addition, we consider that the 
preferential treatment of non-resident-owned investment corporations and 


foreign business corporations should be withdrawn over a period of time. 


Averaging 


The Act now provides for relief in isolated cases from the tax impact 
which results under the progressive rates from the receipt of unusual types 
or amounts of income in a particular year. Receipts of this kind would be- 
come more frequent under the comprehensive tax base, which includes in in- 
come such gains as gifts and bequests, gains on the disposition of property, 
and windfalls. In Chapter 13, we consider the problem of irregular or 
fluctuating income and we make comprehensive proposals for averaging the 


income of individuals. 
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TAX AVOIDANCE 


The propensity of taxpayers to avoid tax probably tends to follow tax 
rates, and with the rates of tax as high as they are today, the temptation 
is strong. Tax avoidance probably came into its own during World War II and 
in the postwar period when the rates were sufficiently high to make the tax 
saving outweigh the expense and inconvenience of tax avoidance measures. A 
large number of ingenious devices have been invented and perfected to enable 
the well-advised taxpayer to pay less than he otherwise would. Indeed, tax 
avoidance has been described as “hydra-headed", for as one escape contriv- 
ance is discovered and cut off by Parliament, the taxpayer raises another. 
This process has been aided considerably by the anomalies and inconsistencies 


in the present tax system. 


It is probably true that the present heavy incidence of income tax is 
bringing more and more Canadian businessmen to plan their affairs to 
minimize their tax liability. The complaint is often made that the high 
tax rate structure is designed in such a way that it discourages expansion, 
economic progress, individualism, and the intelligent use and increase of 
capital by risk taking. In practical terms, if the businessman can minimize 
his taxes he will have generated funds which he may use for expansion and 
so be able to compete more effectively. As a result many taxpayers resort 
to every stratagem open to them under the law to keep their taxes at a 


minimum. 


There is a striking difference in the athe ah ie the courts in the 
United States of America toward tax avoidance, and the approach taken by 
the courts in Canada and in the United Kingdom. It is our view that the 
taxing statute should be interpreted by the courts fairly and equitably and 
in such a way as to give effect to the legislative scheme, without any 
presumption being made either for or against the taxpayer. In our view 
the courts should also have regard to the true nature and effect of trans- 
actions and take into account their economic substance as well as their 


legal effect. We discuss this question further in Chapter 32. 
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The Act now contains a number of provisions which are designed to 
prevent tax avoidance. Some of these relate to specific circumstances, 
while some are very general in their application. Other provisions apply 
to transactions between persons related in certain defined ways who are 


deemed not to deal with each other at arm's length. 


In Appendix A to this Volume we discuss the various approaches to the 
problem of dealing with tax yb ashton We believe that our basic proposals 
concerning the tax system would eliminate many inconsistencies and reduce 
the areas in which tax avoidance would be feasible or attractive. There 
would, of course, still be possibilities for avoidance or reduction of tax, 


particularly in transactions between residents and non-residents. 


We indicate our views in Appendix A as to the kinds of anti-tax avoid- 
ance provisions which in our opinion would be effective and equitable. We 


also state there a number of conclusions which include the following: 


1. Tax avoidance provisions should normally be expressed in sufficiently 
general terms that the courts will be able to interpret the words in 
the context of the legislative scheme and apply them according to the 
merits of the particular case. However, they should not be so broad 


and general that they have no clear meaning. 


2. The irrebuttable presumption that certain related persons are not 
dealing with each other at arm's length should be made rebuttable in 
the case of relationships between brothers, sisters, brothers-in-law 
and sisters-in-law, but should remain irrebuttable as between spouses, 


parents and their children, and corporations subject to common control. 


3. Transactions between persons not dealing with each other at arm's length 
should be adjusted to reflect fair market values or to satisfy a test of 
reasonableness. Such adjustments should be applied to the tax accounts 
of both parties and for all purposes of the legislation. However, these 
provisions would not be applicable in the case of transactions desig- 


nated as tax-free reorganizations or transfers. 
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4, Discretionary powers should be granted only in extreme circumstances 
and then ordinarily as a temporary measure. There should not be a 
general tax avoidance provision such as section 138 of the Income Tax 


Act. 


The foregoing is a brief outline of the more important changes in the 
present tax system which we will recommend. Our Specific recommendations 


are outlined in detail in the chapters which follow. 
CONCLUSIONS AND RECOMMENDATIONS 


bs The tax base should be defined in the statute to include the value of 


net gains of all kinds realized during the year. 


2. All of the kinds of income presently taxed would continue to be taxed 
under the system we propose, although in some cases the basis of taxa- 


tion would be changed. 
AMOUNTS INCLUDED IN THE TAX BASE 


3. Gains on the disposition of property should be taxed like other income 
with the exception of a $25,000 lifetime exemption for gains on the 


sale of certain residential, including farm, properties. 


ae | Gains which are now treated as being of a capital nature. or which may 
be so treated depending on the circumstances, such as the proceeds on 
the sale of a business, compensation for loss of an office or employ- 
ment, forgiveness of debt, lease vremiums, loan premiums and discounts, 
amounts received on breach or cancellation of contracts, proceeds of 
insurance policies other than life insurance, profits on foreion ex- 
change, damage payments, government subsidy payments and proceeds of 


expropriation of property, should all be brought into the tax base. 


S. With certain exceptions, gifts and inheritances should be subject to 
tax like other income, while the present gift and estate taxes should 


be abolished. 
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6. Windfall gains should be Sncluded in the comprehensive tax base. 


7. Generally speaking, there should be no exclusions from the tax base 
other than those already mentioned. Mortality gains and losses on 
Canadian life insurance policies incurred by the tax unit that paid 
the premiums would be excluded at the outset but the net oroceeds after 
deduction of premiums and investment income which had been taxed should 


be included in the tax base at a later stage. 
METHODS OF COMPUTING INCOME 


8. The followina treatment is recommendeds 

a) With a few specific exceptions employment income should be taxed 
when received. 

b) Income from a business should be taxed on an annual accrual basis 
except in the case of farming or professional income of certain 
taxpayers with low revenues. 

c) Gains on the disposition of property should be taxed when realized 
or deemed to be realized. 

d) Income from holding property could be taxed on either basis, but 
with specific provisions requiring some items to be taxed when 
set aside for the taxpayer. 


e) Other types of income should in general be taxed when received. 
APPLICATION OF ACCOUNTING PRACTICES 


9.* As at present, the profit from a business or property should be deter- 
mined in a manner consistent with generally accepted accounting practices 
except where otherwise provided in the statute; but no specific refer- 
ence to accounting practices should appear in the Act. However, fewer 
statutory rules should apply to the determination of such income, so 


that accounting practices would play a larger role in this area. 
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GENERAL APPROACH TO DEDUCTIONS 


10. Consistent with our approach that all gains should be brought into the 
tax base, all expenditures reasonably related to producing those gains 


should be deductible. 
TPE RULES OF DEDUCTIRILI 


11. The Act should contain three general rules governing the deductibility 


of expenditures. 


Rule 1. Expenditures "reasonably related" to the gaining or producing 
of income should be deductible. This rule has positive and negative 
aspectse It would prohibit the deduction of: 

a) expenditures of a personal nature; and 

PMOL S . 

It would permit the deduction of any expenditures made with a reason- 


able expectation of profit or made as an incident of earning income. 


Rule 2. Expenditures should only be deductible to the extent to which 
they are reasonable in the circumstances. This rule is primarily con- 


cerned with the amount of an expenditure. 


Rule 3. To reinforce the above rules, expenditures of a personal 


nature should be explicitly denied deductibility. 


In addition to these general rules, some deductions should be specific- — 
ally denied in the Act, for example, commuting expenses, and expenses 
of carrying or maintaining property for personal use or consumption. 

CAPITAL OUTLAYS AND OUTLAYS TO 

GENERATE EXEMPT INCOME 

12. There should be no restrictions on the deduction of capital expenses 
except for questions of timing. Since virtually all income would be 
taxable under the comprehensive tax base, there would be no need to 


prohibit the deduction of expenses incurred to earn exempt income. 
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SPECIFIC DEDUCTIONS PROVIDED 

IN THE LEGISLATION 

13. Most of these provisions in the Act could be deleted, but some excep- 
tions would remain for expenditures unrelated to the generation of net 
gains, such as alimony and maintenance payments, charitable donations, 


and contributions to registered retirement income plans. 
TIMING OF DEDUCTIONS 


14. Current deductibility should be permitted except where explicitly denied. 
The exceptions would be expenditures on the acquisition of: 
a) business inventories; R 
b) long-term assets specified in gapital) cost allowance schedules; 
) securities, land, purchased goodwill, trade marks and other assets 


of indefinite life; these costs would be deductible on disposal of 


the asset or on a proven loss in value. 


15. Business inventories should be valued in accordance with recognized 
accounting practices but with specific limits on the use of the 


last-in-first-out inventory valuation method. 


16. No general prohibition on the deduction of ‘amounts transferred to 


reserves is necessary. 


17. All reasonable provisions for bad debts should be allowed with specific 


statutory provisions in certain cases. 
LOSSES GENERALLY 


18. In principle, all losses should be deductible in computing income for 


tax purposes, with liberal rules relating to the carry-over of losses. 


LOSSES ON HOLDING PROPERTY 


19. Losses from the holding of property, other than property held for 


personal use, should be: 
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a) carried forward against operating income from the same property for 


an indefinite period; or 


b) reduced by the amount of certain expenditures related to the property 


which would be added to the cost basis of the property. 


LOSSES ON DISPOSITION OF PROPERTY 


20. The deduction of losses from other income on the disposition of property 


held for personal use should be denied. However, most of such property 


losses (the exception being certain residential property which we 
recommend be excluded from income) should be deductible from gains on 
the dispositions of other properties in the same class in the year of 


loss, in the previous two years, or the following six years. 


21. Losses on the disposition of other property should be deductible from 
income of all kinds in the year of loss, and it should be possible to 
carry such losses back two years and forward indefinitely against all 


kinds of income. 
BUSINESS LOSSES 


22. Generally, the tax treatment of business losses should be the same as 
for losses on the disposition of property not held for personal use. 
To prevent the deduction of personal expenditures certain limitations 
are necessary. A business with persistent losses should not be allowed 
to deduct such losses except against gains from the same business. 
Thus, if a business produces losses for three years within a five-year 
period, the taxpayer should not be allowed to apply subsequent losses 
against income from sources other than the same business, until such 
income derived from the business has exceeded all losses claimed 
earlier, including the losses deducted from other income. The losses 


of the first three years would be deductible from all income. 
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CLASSES OF TAXPAYERS 


53. Both families and unattached individuals should be treated as tax-paying 


units. Members of families would be entitled, with certain restrictions, 


to elect to be taxed as separate individuals. 


24. The present treatment of sole proprietorships, partners and syndicates 
should remain unchanged. 

25. Intermediaries, such as corporations, trusts and mutual organizations, 
should be taxable, with full credit for such tax being given to resident 
shareholders, beneficiaries, and members on the distribution or alloca- 
tion of the income of the intermediary to these residual claimants. 

RESIDENCE 

2%. Distinctions between the tax treatment of residents and non-residents 


would remain. 


DETERMINATION OF TAX 


27. 


28. 


29. 


30. 


The present system of deductions for personal status and dependants 
should be replaced by a system of credits against tax; credits should 
also be given to working mothers and in respect of certain expenses on 


post-secondary education. 


Deductions from income should be permitted for medical expenses over 


certain limits and for charitable donations with certain qualifications. 


There should be two personal rate schedules: one for families and one 


for individuals. 


Full credit for taxes paid by intermediaries should be allowed to the 
beneficiary of a distribution or allocation. Therefore, the dividend 
tax credit should be withdrawn, the dual corporate rate should be 


abolished and a flat rate of corporate tax equal to the top personal 


Le. 


rate of 50 per cent should be established. New and small businesses 


should be granted certain concessions. 


31. Mining and logging taxes should be allowed only as deductions in 


computing income. 


32. Foreign tax credits should be allowed under most circumstances. 


TAX AVOIDANCE 


33. Tax avoidance provisions should normally be expressed in general terms 


but should not be so broad and general that they have no clear meaning. 


34. The irrebuttable presumption that certain related persons are not 
dealing with each other at arm's length should be made rebuttable in 
the case of relationships between brothers, sisters, brothers-in-law 
and sisters-in-law but should remain irrebuttable as between spouses, 


parents and their children, and corporations subject to common control. 


35. Transactions between persons not dealing with each other at arm's length 
should be adjusted to reflect fair market values or to satisfy a test 
of reasonableness for both parties except in transactions designated 


as tax-free reorganizations or transfers. 


36. Discretionary powers should be granted only in extreme circumstances 
and then ordinarily as a temporary measure. There should not be a 
general tax avoidance provision such as section 138 of the Income Tax 


Act. 
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REFERENCES 
Section 2. 
Section 3. 
Section 4. 


The court decisions refer variously to commercial and accounting prin- 
ciples and practices and similar terms, but in this Report for purposes 
of convenience we adopt the phrase "recognized accounting practices" as 
covering this general area and treat the phrase as including the prin- 
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ciples underlying the practices. 


A leading decision to the effect that accounting practices are not 
necessarily determinative of income for tax purposes is M.N.R. v. 
Anaconda American Brass Ltd., [1956] A.C. 85, where the Judicial Com- 
mittee of the Privy Council refused to recognize the last-in-first-out 


method of inventory valuation as acceptable for tax purposes. 
Section 5. 


Examples are dividends, pension benefits, interest, alimony and main- 
tenance payments in certain events, benefits of an income nature from 
estates or trusts, and amounts dependent on the use of or production 


from, property. These examples are taken from section 6 of the Act. 
For example, sections 6(1)(p), 19A, 25, 85B, 85D and 85E. 
Section 10. 


Section 3 which treated as income various items "and also the annual 


profit or gain from any other source". 


Section 6(1)(a)(v) and the definition of "retiring allowance" in 


section 139(1)(aj). 


e 
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The treatment of cancellation of indebtedness is discussed in 


Chapter 18. 


Until recently, the final court of appeal in Canadian cases was the 
Judicial Committee of the Privy Council in the United Kingdom, and its 


decisions in such cases were binding here. 
Case VI of Schedule D. 


Royal Commission on the Taxation of Profits and Income, Final Report, 


Cmd. 9474, London: H.M.S.O., 1955, paragraphs 30 and 31. 


Harvard Law School, International Program in Taxation, Taxation in the 
United States, World Tax Series, Boston: Little, Brown and Company, 


1963, p. 367. 


Section 10. Also, under section 62(1)(a), the taxable income of cer- 
tain employees of foreign governments serving in Canada is exempt from 


tax, subject to certain conditions. 
See section 5. 


The specific examples given and a number of others are to be found in 


section 6. 


Section 6(1)(b). 


In Chapter 22 we will refer to the treatment of instalment sales, and, 
in the part of Chapter 25 dealing with the construction industry, we 
will discuss certain aspects of the determination of profits in that 


industry. 


Section 85F. 


Section 4. 


Section 12(1)(e). 
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Section 11(1)(e) and (f). 

Section 858. 

Section 5(1), but note also section 5(2). 

Section 4. 

Section 12(1)(a). 

Section 6(1)(a). 

See, for example, Royal Trust Company v. M.N.R., 57 DIC 1055. 
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Steer v. M.N.R., [1965] Ex. C.R. 458, a case which is under appeal to 


the Supreme Court of Canada. 


Section 12(1)(b). 


Section 11(1)(a) of the Act and a number of regulations. The question 
of capital cost allowances is referred to later in this chapter and is 


discussed in Chapter 22. 


Section 12(1)(c); the term "exempt income" is defined in section 


139(1) (0). 


See section 28 and the definition of exempt income in section 139(1)(o). 


Section 12(1)(h)3; the term "personal or living expenses" is given an 


extended meaning in section 139(1)(ae). 


Saction 12(2). 


Section 137(1). 


Sections 12(1)(a), (b) and (h) referred to above. 


Section 12(2)% 
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Section 12(1)(h). 

Section 12(1)(b). 

Section 12(1)(c). 

Such as some of those contained in section ll. 

Section 13. 

Section 27(1)(e). 

See section 139(la) of the Act and the discussion in Chapter 22. 
section 13. 

The definition of "farming" is contained in section PSO LVS) « 
Section 6(1)(c). 

section 63. 

See section 2. 


The deductions from income in computing taxable income are set out in 


sections 26 to 3lA. 


See section 32 which should be read with section 33(4). Under section 
32, there is provision for a 4 per cent surtax on investment income 
from sources outside Canada; we recommend in Chapter 15 that this sur- 
tax be abolished. Apart from the tax under the normal rate schedule, 
a tax of 4 per cent of taxable income with a limit of $120 is imposed 
under the Old Age Security Act; we recommend in Chapter 18 that the 
separate taxes imposed by that Act be discontinued and be merged into 


the ordinary rates. 


Under section 39, the rate of tax is 18 per cent on the first $35,000 


of taxable income and 47 per cent on the excess. An additional tax 
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of 3 per cent of taxable income is imposed under the Qld Age Security 


Act; we recommend in Chapter 1g that the separate taxes imposed by that 


Act be discontinued and be merged into the ordinary rates. 


See 


See 


See 


See 


See 


See 


section 


section 


section 


section 


section 


section 
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40. 
38. 
41. 
41A and section 700 of the Regulations. 


11(1)(p) and section 701 of the Regulations; 


CHAPTER 10 
THE TAX UNIT 


Throughout the history of Canadian federal personal income tax, the 
tax unit has been the individual. By this we mean that tax liability falls 
on the person receiving the income, whether that person be single, married, 
a child, or of any other status, and it is calculated primarily in relation 
to the amount of income earned by that individual. ‘There is no general rule 
for the aggregation of incomes of members of an economic or social unit, such 
as the family. The closest approach to recognition of the fact that the incomes 
of closely connected persons may have some interrelationship is in the adjustment 
of certain of the general deductions where a statutory dependant has income. 
Thus, the deduction of $1,000 which is, in effect, given to a man who supports 
his wife, is reduced by the amount of her income in excess of $250 and is 
therefore eliminated if that income reaches $1,250. A child having an income 
in excess of $950, except from employment as a nurse in training, may not be 
claimed as a dependant, although a full deduction may be taken if the income 
is less than that amount. But these are provisions that do not in any way 
override the basic statement that the individual is the taxable unit under 


Canadian personal income tax. 


Because the individual is the tax unit serious equity and enforcement 


problems arise. 
PROBLEMS OF EQUITY IN THE PRESENT APPROACH 


As we have said, in equity an individual should pay higher taxes than 
a@ married couple with the same income because the non-discretionary expenses 
of a couple are greater than those of an individual. However, while two cannot 
live as cheaply as one, economies are possible when two people share bed and 
board. To recognize this reduction in total non-discretionary expense on mar- 
riage, we believe that in the upper and middle income brackets the tax 
payable by a married couple should be greater than the sum of the income taxes 
payable by two single individuals, each of whom has one half the income of the 


couple. 
Ly 
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The present system does not meet the latter requirement. It is true 
that the couple pays less tax than an individual with the same income, but 
when husband and wife have equal incomes the tax on the couple is the same 
as the tax on two single individuals with the same incomes. The failure 
to impose higher taxes on 4 couple under these circumstances is, we believe, 


unfair, for it ignores the economies of living together. 


The taxes paid by a married couple under the present system depend upon 
the proportion of the income received by each of the members. The tax on the 
couple is least when the incomes of husband and wife are equal; the tax is 
greatest when all of the income is received by either the husband or by the 
wife. This leads to ludicrous results. Consider two couples with no dependants. 
Fach has an income of $8,000 a year. Under the present system (1965), if all 
of the income of one couple was received by the husband, the federal tax 
(excluding old age security tax and taking the standard deduction) would be 
$976.60. If, in the case of the other couple, husband and wife each received 
$h. ,000 the total federal tax on the couple would be $765.70. We can see no 
justification whatsoever for this difference of about $200, 1/ particularly 


if all the income is from property and neither spouse is employed. 


Complications are introduced when comparisons are made between couples 
that have no wage earner, one wage earner, and two wage earners (we ignore 
dependants for purposes of this discussion). It can be argued that where 
there are two couples with the same total money income the couple with one 
wage earner should pay higher taxes than the couple with two wage earners, 
because the one-worker couple should be taxed on the imputed income of the 
housewife. This justification of one of the features of the present tax 
system cannot be dismissed out of hand. As we pointed out in Chapter on 
imputed income should, in principle, be brought into the tax base. But, 
as we also said, there are insuperable valuation problems. Admittedly, 
arbitrary adjustments can be made, but there seems to us no justification 


for taxing the imputed income of the housewife and not taxing other forms of 
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imputed income, We can think of no way of arriving at even an arbitrary method 
of taxing the imputed income under these circumstances; the unemployed indi- 
vidual may be retired, unable to find work, unemployable, or just plain indo- 
lent. If imputed income cannot be taxed with even a modicum of consistency, 

we do not think it should be taxed arbitrarily when it is convenient to do 

so and ignored when there are difficulties. We therefore reject the idea 

that there should be differences in tax between couples with the same aggre- 
gate income as a method of taxing the imputed income of husbands and wives 


who are not working outside the home. 


Where a married couple has children, under the present system the only 
effect on the tax liabilities of the parents is that they can claim a deduction 
for each dependent child unless he or she has income in excess of $950 or is 
a nurse in training. If a dependent child has income of less than $950, that 
income is available to discharge expenses that would otherwise be borne by 
the parents, but it is free of tax. If a minor child who is a member of a 
household has taxable income, while the income is available to meet expenses 
of the family, it is taxable at the child's graduated rates which would normal- 
ly be much lower than if the child's income was treated as additional income 
of the parents. Thus, under the present system, income of children which 
increases the family's ability to pay is either free of tax or is taxed at 


relatively low rates. 


Other anomalies exist in connection with the gift tax and estate tax. 
In view of the liberal annual gift tax exemptions, transfers can be made over 
a period of years in such a way as to avoid gift tax and avoid or reduce estate 
tax. However, if this is not done and substantial assets are accumulated, 
they may eventually be subject to a heavy estate tax which is imposed on the 
same basis regardless of whether the assets are left to a member of the donor's 
family. Suppose that two families contrasted as A and B, have each accumlated 
$200 ,000. In each case the husband and wife presumably have both contributed 


to the earning and saving of this amount in one way or another. In the case 
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of Family A the assets may all be owned by the husband. In the case of 
Family B they may be owned as to one half by each spouse (either as a result 
of a gift programme or otherwise). If the husband in each family should die 
before his wife, the estate tax payable on the death of the husband in Family 
A would be much greater than that payable on the death of the husband in 
Family B. If in each family the wife were to die first leaving the assets 

to her husband, the estate taxes would be greater in Family B than in Family 
A. A third family, Family C, might avoid estate taxes on the death of both 
spouses by having part of the assets accumulated in a trust for their children. 
If the husband in Family A were to make a substantial gift to his wife or 
children in his lifetime, this might mecaterin a gift tax which would have 
been avoided by Family B and Family C. ney x most families the earning 
and saving of income is a co-operative effort, the taxes which arise on 
transfers between family members under the present system can vary widely, 
depending on the arrangements made as to legal ownership of assets, on what 
programmes of gifts are carried out, and on the circumstance of which spouse 


dies first. 
PROBLEMS OF ENFORCEMENT IN THE PRESENT SYSTEM 


The present system, with its emphasis on taxation of the individual, 
has had the effect of producing a tax penalty and at the same time the means 
for avoiding it. A taxpayer whose income comes from investments or rents 
could give some of his income-producing assets to his wife, with resulting 
tax saving, were it not for special statutory provisions. This income-splitting 
possibility was recognized from the inception of the income tax in Canada, 
and the original Income War Tax Act, 1917, provided that the income from 
property transferred by a person to nis spouse or a member of his family 
should be that of the transferor and not that of the transferee, unless the 


Minister was satisfied that the transfer was not made for the purpose of evading 


tax 2/6 
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Constant pressure, caused by higher tax rates and the administrative 
difficulties of distinguishing between bona fide cases and tax devices, has 
resulted in a steady broadening of this original provision through the years. 
The provisions of the Act now cover not only transfers between spouses but also 
transfers to persons under 19 years of age by anyone, 3/ aia certain transfers 
in trust; 4/ they disallow salaries paid by one spouse to another in a pro- 
prietorship or partnership; 5/ and give the Minister power in his discretion 


to allocate to one spouse the income of a husband-and-wife partnership 6/. 


These provisions were subject to sharp criticism by many of the witnesses 
appearing before us. It was said that they are inconsistent and discriminatory 
as between taxpayers, and are too rigid and restrictive in dealing with re- 
lationships between spouses. The following are some examples of anomalies 


that have arisen. 


Section 21(1) of the Act provides that if a person transfers "property" 
to a spouse, the income from that property, or property substituted therefor, 
shall be deemed to be income of the transferor and section 22(1) likewise deems 
to be income of the transferor the income from property transferred to a person 
under 19 years of age. However, it has been held by the courts that a loan is 
not a transfer of property. Consequently, where money supplied by a husband 
to acquire for his wife an interest in a partnership venture was supplied by 
way of repayment of a loan previously made by the wife, section 21(1) dia 
not apply; the repayment was not a transfer of property and in any event 
the income derived from its use was not income from property but income 
from a business qy And where a father made a loan to trustees, the loan 
being used for the purchase of a building to be held in trust for the lender's 
minor children, it was held that the rental income from the building was not 
the income of the father iy However, a sale of property to a spouse in 
return for her promissory note was held to be a transfer of property which 


was caught by section 21(1), 9/ 
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If a husband is the employer of his wife, he is prohibited by section 
21(2) from deducting remineration paid to his wife for her services to his 
pusiness; but if the business is incorporated the corporation may deduct a 
reasonable amount paid to the wife of the controlling shareholder for her 
services to the business, since the corporation is an entity separate from 


its shareholders. 


We conclude that the present system is lacking in essential fairness 
between families in similar circumstances and that attempts to prevent abuses 
of the system have produced serious anomalies and rigidities. Most of these 
results are inherent in the concept that each individual is a separate taxable 
entity. Taxation of the individual in almost*total disregard for his 
inevitably close financial and economic ties with the other members of the 
basic social unit of which he is ordinarily a member, the family, is in our 
view another striking instance of the lack of a comprehensive and rational 
pattern in the present tax system. In keeping with our general theme that 
the scope of our tax concepts should be broadened and made more consistent 
in order to achieve equity, we recommend that the family be treated as a 
tax unit and taxed on a rate schedule applicable to family units. Individuals 
who are not members of a family unit would continue to be treated as separate 


tax units and would be taxed on a schedule applicable to individuals. 
THE FAMILY AS A TAX UNIT 


We regard the family as consisting of ionena wife and dependent 
children, if any. The main result of taxing the family as a unit would 
be that the income of the members of the family would be aggregated, and 
that allowances and tax rates would be applied which were appropriate to 
that combined income. There are, however, several further consequences 
that we examine in the balance of this chapter. Many of these are of 
importance to the aggregation of income and in. some instances represent 
substantial reductions or increases of tax by comparison with present ar- 


rangements. 
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Our first responsibility is to establish clearly our grounds for recom 
mending the family as the basic tax unit. In a sense, we have already made 
the case by establishing the inadequacies of taxing the members of a family 
as individual tax units, the inference being that only by taxing the total 
family income can these shortcomings be removed. But the case is much 
stronger than that. We believe firmly that the family is today, as it has 
been for many centuries, the basic economic unit in society. Although few 
marriages are entered into for purely financial reasons, as soon as a marriage 
is contracted it is the continued income and financial position of the family 
which is ordinarily of primary concern, not the income and financial position 
of the individual members. Thus, the married couple itself adopts the economic 
concept of the family as the income unit from the outset. In western society 
the wife's direct financial contribution to the family income through 
employment is frequently substantial. It is probably even more true 
that the newly formed family acts as a financial unit in making its expendi- 
tures. Family income is normally budgeted between current and capital outlays, 
and major decisions involving the latter are usually made jointly by the 
spouses. Budget decisions indirectly influence family saving and provisions 
for retirement, although these are frequently determined on a contractual 
basis through insurance and pension arrangements, both of which have impli- 


cations for the family rather than for the individual directly involved. 


Where the family grows by the addition of children, further important 
financial and economic decisions are made in the family as a unit. Questions 
of the extent of education, time of entrance into the labour force and, 
frequently, choices of a career are decided on a family basis, although of 
course there are many exceptions to this statement. In some circumstances 
the income of the child is added to the family income, and, even where this 
is not done directly, the fact that a child has income of his own will have 
some bearing on the main family expenditure decisions. Certainly when the 


child becomes self-supporting he is normally expected to relieve the family 
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of further expenditure on his behalf. Thus, the income position of children 
has an important bearing on the family income, although frequently in an 


indirect way. 


With the marriage of the children a new cycle commences, with attendant 
financial consequences for both the old family unit and the new. The old 
family unit survives in the persons of the parents, usually with drastically 
different financial circumstances from those of the new unit. Where assets 
have been acquired during the lifetime of the old family unit, arrangements 
must be made for their disposition during retirement or at death. Again, the 
primary considerations are not those concerning the individual but the family 
as a whole and, in particular, those concerning the future maintenance of a 
surviving spouse. Moreover, the prospect of ultimate dissolution of the 
family unit when both spouses have died is also usually foreseen, and 
arrangements are made for the disposition of any remaining assets at that 


time. 


We should emphasize that the preceding description is not an attempt to 
present an idyllic picture of family life in Canada. We are not concerned 
in this Report with sociological issues, but with taxation, and our firm 
conclusion is that the family, as we find it in our modern society, continues 
to be the basic economic and financial entity. We therefore propose that 
this fact should be reflected in our tax system and that the family should 
be adopted as a basic unit for income tax purposes. As we have said, where 
the individual is not part of a family, he should continue to be a separate 


tax unit as at present. 


Some element of aggregation is now a common feature of the tax systems 
of nearly all important countries in the world, including the United States, 
the United Kingdom and nearly all European countries. Canada is a conspicuous 
exception in its adherence to the individual basis of taxation. The concept 
of aggregation, simple enough in itself, takes on added significance when 


it is recalled that, under our proposals for a new comprehensive tax base, 
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"income" would include virtually all gifts and inheritances received as well 
as gains realized on property dispositions, with a deemed realization at 
death of an individual taxpayer or of the surviving spouse in a family unit 
and a deemed realization on giving up Canadian residence. As we have said, 
the adoption of the family as one of the basic units for income taxation would 
mean that transfers of property within the family unit would not be subject 
to taxation. It is not that transfers between husband and wife, or between 
parents and their minor children, would be exempt from tax; it is simply 
that these transfers would be removed from the purview of the tax system. 
Similarly, with regard to realizations of property gains, because it is only 
transfers between family units that should have tax implications, we later 
recommend that it should be deemed that no realization takes place on a 
transfer of property between members of a family unit. Gifts or bequests 
from one member of a family unit to another would not give rise to tax on 
any accrued gain on such property. Only the flows of income into the family 
unit and the transfers of property between family units would generally be 


of tax significance. 


To remove any misconception, we would point out that our proposals do 
not involve any change in the ownership of assets of the members of the 
family unit or in their respective rights to income; our proposals relate 


simply to the treatment of income for tax purposes. 


We deal separately with two types of family unit, one composed of the 
couple without dependent children, the other of the couple with dependent 
children. Later in this chapter we recommend that dependent children should 
be included in the family unit; but for expository purposes it is better 


to discuss first the family unit without dependants. 
FAMILY UNIT CONSISTING OF SPOUSES ONLY 


Husbands and wives 10/ resident in Canada would be required to use the 


family unit rate schedule in the determination of tax. Normally, the couple 
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would aggregate their incomes and the tax on this aggregate would be calcu- 
lated under the family unit rate schedule. However, spouses who do not wish 
to disclose their incomes to one another could, at the option of either, n/ 
file separate returns with the tax calculated as follows: each spouse would 
multiply his or her income by two; the tax on this doubled income would be 
computed from the family unit rate schedule; the tax payable by the spouse 
would be one half of the amount of the tax computed in this manner. This 
would usually result in somewhat higher family taxes than if they had 


aggregated their incomes. 
Commencement of a Family Unit 


A family tax unit would commence at the beginning of the taxation year 
in which a resident couple were married. Following that date, the husband 
and wife (unless they elect to file separate returns) would be required to 
aggregate their incomes and to determine their joint tax liability using 
the family rate schedule. Property held by either husband or wife at the 
time of the marriage would not be brought into the income of the new family 
unit. In Chapter 17 we recommend that each individual should have a lifetime 
exemption for gifts in the amount of $5,000. On marriage, the unused portion 
of this exemption for each spouse would be available to the family. Thus, 
if both husband and wife lost their dependent status as a result of their 
marriage, the couple would have a lifetime gift exemption of $10,000. 
Similarly, if husband and wife had unused higher education tax credits 
(discussed in Chapter 12), these could be carried forward and used to offset 


the tax levied against the family. 


To prevent taxpayers from averaging income received prior to marriage 
when the rates for a different unit were applicable with income received 
after marriage, it would be necessary to require that years prior to the 
formation of a family unit could not be included with years subsequent to 
the formation of a family unit for purposes of block averaging. Howewexts 


taxpayers willing to make Income Adjustment Account deposits 12/ while 
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filing as individuals would not be required to take them into income before 
marriage because we believe that Income Adjustment Account deposits effecti- 
vely reduce economic power and should be taxed without regard to changes in 


the tax unit of the depositors when brought into income. 
Aggregation of Income 


Other things being equal, the sum of the tax bases of husband and wife 
Piling separately would be equal to the tax base of a couple filing jointly. 
In neither case would transfers of property between spouses be brought into 
the tax base nor would there be a realization of property gains on property 
transferred between spouses moss In all other respects the tax base (or 
bases) of the couple would be determined in the same way as for an unattached 
individual. Income flowing to the couple from outside the family unit would 
be included in their aggregate tax base or in their separate tax bases; gains 
on the disposition of property, other than on transfers between the two 
spouses, would be included in their aggregate tax base or in their separate 


tax bases. 
Childless Marriages Lasting Less Than Five Years 


The only restriction we propose on tax-free transfers between spouses 
is one we believe necessary to reduce tax avoidance through artificially 
arranged marriages. We recommend that with one exception, property should 
be permitted to be transferred from one spouse to the other free of tax 
only after the marriage has lasted for five years, or after the couple 
has a natural-born child, whichever is earlier. The exception would be 
that one spouse could make tax-free transfers to the other spouse during 
this period equal to one half of the income after tax reported by the 
family unit during the marriage. This is an administratively Simple method 
of permitting transfers of property which may have been accumulated after 


marriage as a result of sacrifices made by both husband and wife. 
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Income Splitting 


If this approach is adopted, the advantages of income splitting between 
husband and wife would be removed. Indeed, unless the incomes of the spouses 
were identical, a small penalty would be imposed on those couples who elect 
to file separately. . Therefore, it would be possible to eliminate all the 
provisions intended to prevent income splitting between husband and wife 
found in section 21 of the Act. This would end the unfair discrimination 
against a woman working for her husband, husband-and-wife partnerships, and 
the anomalies arising under the present income attribution rules. 

Termination of a Family Unit 

A family unit for tax purposes would not terminate on the death of one 
of the spouses. There would be no tax consequences resulting from a transrex 
of property from the decedent spouse to the surviving spouse 1h/. However, 
where the surviving spouse had no dependants, even though the family unit 
would continue, the annual tax liability of the survivor should be determined 
according to the individual rate schedule. If this were not the case, a 
childless woman widowed at age 25 who did not remarry would have, for the 


rest of her life, a lower tax rate than a spinster with the same income. 


The family unit with no dependent children would terminate under four 
circumstances. These circumstances, and the attendant tax consequences, are 
spelled out below. It is assumed that the couple was married for at least 


five years prior to the termination of the unit. 


ANS On the death of both spouses or on the death of a surviving spouse who 
has not remarried, the family unit would terminate and the following 


tax consequences would ensue: 


a) There would be a deemed realization of property gains to the 


defunct family unit. 
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b) Property passing from the terminating unit to other units would 


be brought into the income of the recipient units. 


On the remarriage of a surviving spouse the family unit would terminate, 
but there would be no tax consequences. The following would be the 


position: 


a) There would be no deemed realization of property gains to be 
dissolved family unit except with respect to any property passing 


to third parties. 


b) Property passing from the original unit to the new unit would not 


be included in the income of the new unit. 


We appreciate that in a few cases this may result in deferment of tax, 


but we do not think that this would be serious. In our view the conse- 


quences of marriage should be the same regardless of the source from which 


either of the partners derived his or her property. Any transfer from 
the former spouse which had been held in trust and not transferred to 
the surviving spouse until after the remarriage should be free of tax 


even though the transfer is to another tax unit. 


On the divorce or legal separation of the spouses the family unit would 


terminate, but there would be no tax consequences. To be specific, we 


note the following: 


a) There would be no deemed realization of property gains to the 
dissolved family unit except with respect to property passing 


to third parties. 


b) The two new tax units created by the dissolution of the old family 
unit would not be required to bring property taken from the old 


unit into income, regardless of which spouse originally held the 


property. 
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ec) Alimony and maintenance payments made after the divorce or 
separation would continue to be treated substantially as at 
present. The payments would be deductible to the tax unit making 
them and would be taxable as income to the recipient tax unit. 
This treatment should apply whether or not the payments are 


made on a periodic basis. 


4, If both spouses ceased to be meee 15/ the family unit would be 
terminated with the same tax consequences as we have described under 1. 
If one spouse ceased to be resident, while the other remained resident, 
the family unit would not be terminated, but there would be a deemed 
realization of property gains with respect to the property of the 


spouse leaving the country. 


To sum up the above proposals, for the great majority of married couples, 
that is, those who remain resident in Canada and are not divorced or separated, 
the family unit described would offer the right of taxation under a family 
unit rate schedule for joint incomes, tax-free transfer of property within 
the family unit during its existence, and no deemed realization of property 
gains until the death of both spouses. In terms of the present tax structure, 
this would mean that neither gift tax nor death tax would be levied on trans- 
fers between spouses. Only at the death of both spouses would a tax become 
payable on the deemed realization of the gains on property accrued by the 
family at that time. Under our proposed comprehensive tax base, transfers 
to persons outside the family unit, including transfers made at the death 
of the surviving spouse, would result in deemed dispositions by the fami ty 
unit and the net amount after tax which is transferred would be included in 


the income of the recipient tax unit. 
FAMILY UNIT WITH DEPENDENT CHILDREN INCLUDED 


Persuasive arguments can be advanced for both the inclusion and exclusion 


of dependent children from the family unit. In most families the income of 
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dependent children is taken into account in family decision making. In low 
income families the children are often expected to make a contribution to the 
general support of the family; in well-to-do families the child with income is 
often expected to buy such things as clothing and entertainment. These ex- 
penditures would otherwise have to be made, at least in part, by the parents. 
In either case the income of the child increases the economic power of the 
family and should be taxed at the marginal rate of the family. The inclusion 
of a child's income with that of his parents would nullify tax avoidance 
schemes under which property income could be diverted to the children. In 
addition to these considerations, there is an administrative argument in 
favour of including children in the family unit. If children were included 
in the family unit the transactions between parents and their children would 
have no tax consequences for the same reason that transactions between spouses 
would have no tax consequences. But if children were excluded from the family 
unit, it would be necessary to define and to value the "gifts" made by parents 
to their children. Obviously the provision of sustenance to a child within 
the requirements of the law of support would not be defined as a gift; but 

at some point the distinction between sustenance and gifts would have to be 
drawn. Where is the line to be drawn between the use of the family car, the 
gift of an inexpensive used car, the gift of an extremely expensive car that 
can be disposed of for thousands of dollars, and the gift of a block of shares 
or re title to real property that can be sold for tens or even hundreds of 
thousands of dollars? To fail to tax these "big" gifts would result in the 
complete avoidance of tax by the child on substantial increases in his or 


her economic power. 


On the negative side it can be argued that to include in family income 
the part-time earnings of the schoolboy and to tax them at full marginal 
family rates would be too harsh. It would also be unenforceable because 
these earnings would not be reported by many families, and would discourage 


the labour effort of minors. 
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Another argument can be made against the inclusion of children in the 
family unit. Some children receive large gifts from outside the family from 
benevolent grandparents, aunts, uncles and other relatives or friends. If 
children were included in the family unit without any relieving provisions 
these gifts would have to be brought tite the income of the family and, if 
not consumed before the child left the family, again brought into the income 
of the child when he or she left the family. This would be the appropriate 
treatment if the gift to the child was considered by the child, and by the 
child's parents, as an addition to the economic power of the family, to be 
spent or saved by the family as it wished. However, if the gift were con- 
sidered by the family as property "in trust™ for the child, to be available 
to the child when he or she was no longer a member of the family, to tax 
it both to the family and then again to the recipient of the gift on leaving 
the family would be unfair, for the gift would not increase the economic 


power of the family. 


We have come to the conclusion that the better of the two alternatives 
would be to hold to the principle that the family should be treated as an 
economic unit and generally to require that children el years of age or less 
be included in the family unit, with the income of these children aggregated 
with the income of the parents for tax erences: However, we recommend 
several mitigating provisions that would, we believe, substantially reduce, 
if not entirely eliminate, the problems which this would create. These 


mitigating provisions are reviewed as we proceed with the discussion. 
Definition of the Family Unit 


We recommend, under the broader concept of the family unit we favour, 


that the following resident persons be treated as family units: 


As Husband and wife. 
he Husband and wife and dependent children. 
3. A surviving spouse 16/, 


kh. A widower or widow and one or more dependent children. 
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2. A divorced or separated parent and one or more dependent children. 

6. One or more dependent children who previously have been in a family 
unit but ere separated from both their parents because the parents 
have died or have ceased to be resident or for some other reason, 

7. <A single individual and one or more dependent children. This would 
include an unmarried person with one or more adopted children, or an 


unmarried mother and her child or children, 


Dependent children would be defined as unmarried children who are 
resident in Canada, natural-born or adopted, who were: 21 years of age 


and under; or over 21 years of ege and mentally or physically infirm 17/. 


Two options would also be provided. Under the first option, a child 
el years of age or under, but over the school-leaving age in the province 
in which he resided, not living with his parents and employed or carrying 
on a business on a full-time basis, could, at the option of the child or 
of the parents, withdraw from the family unit for tax purposes and file as 
an individual tax unit. This should accommodate the circumstance where a 
child, for one of a mltitude of possible reasons, becomes self-sufficient 


at an early age. 


Under the second option, a child over 21 but not over 25 years of age, 
attending a recognized institution of post-secondary education on a full-time 
basis could, if acceptable to both the child and his parents, elect to remain 
a member of the family unit. Under this option parents of a child attending 
university could obtain the credit which we recommend in Chapter 12 in 
recognition of the fee expenses incurred in attending university and the 
usual credit for a dependant which we propose in Chapter 11. The special 
credit for the living expenses of a student which is discussed in Chapter 12 
= not be available to the parents as they would already be claiming 
the child as a dependant. The gift of a university education from the 
parents to the child would not be taxed to the child. The part-time 


employment or business income of the child in excess of the exemption 
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specified below would, however, be taxed to the parents if the child remained 


in the family unit. 


We suggest that in no circumstance should actual support be the test of 
dependency for purposes of inclusion or exclusion of a child from the family 


unit. 
Commencement of a Family Unit 


The family unit would usually come into peing at the commencement of 
the year in which a couple are married and this would have the tax consequences 
we discussed earlier in the chapter. However, a family unit for tax purposes 
would also be started when an unmarried woman-has a child and retains custody 
of her child or children; when an unmarried individual adopts one or more 
children; or when a divorced or separated spouse retains custody of one or 
more dependants. In each case the first taxation year of the family unit 
would be the calendar year in which falls the event which causes its creation. 
The tax consequences in these circumstances would be the same as for a family 


tax unit created through marriage. 


Aggregation of Income 


If the parents were filing jointly, the income of a dependent child 
would be aggregated with the income of the family for tax purposes, in the 
same way that the income of spouses would be aggregated, and be subject to 
tax under the family rate schedule. If the bee were filing separately, 
one of the parents would be required to aggregate, for tax purposes, the 
income of the dependent child with his or her income. In neither case 
would the parent(s) be required to have the tax return signed by the dependant. 


The parent(s) would be held responsible for the accuracy of the return. 


It would be necessary to make provisions concerning the liabilities of 
the members of the family unit for the tax payable by the unit. We recommend 


that where there are two parents and they file a joint return, the parents 
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should be jointly and severally liable for the full amount of the tax. 

If they were not willing to assume this liability they could file separate 
returns on the basis mentioned earlier in this chapter. If there were only 
One parent in the unit that parent should be liable for the full amount of 
the tax payable by the unit. In addition, any dependent child should be 
liable for that portion of the tax allocable to his income which had been 
included in the family unit income. There should also be a@ provision that 
if a parent who has filed a separate return, or a child, has received a 
transfer of property from another member of the unit, he will be liable 

for the tax payable by the unit to the extent of the amount so received 


in addition to any other liability which he has under the above rules. 


Primarily to reduce the problems of enforcement, the family unit would 
be granted an annual deduction of $500 for employment or business income 
earned at arm's length by each dependent child. Only the amount in excess 
of $500 would be aggregated with the income of the family. This provision 
is designed to exclude from tax the small sums earned by children from 
casual employment because it would be impossible to enforce the reporting 
of such sums. We have not suggested an amount larger than $500 because we 


_ feel that this amount would be sufficient to meet the administrative problems. 
Transfers of Property 


Transfers of property within the family unit would have no tax conse- 
quences for the donor or the donee. Transfers between parents and dependent 
children would be treated in the same way as transfers between parents; they 
would be ignored for tax purposes. Transfers to a dependant from outside 
the family unit would, however, be taxable to the family unit, with one 


exception. 


To avoid the problem of taxing large gifts to a dependent child from 


outside of the family unit, first to the family and then to the child when 
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he or she leaves the family, we recommend that the child (or the child's 
parent or guardian) should be permitted to deposit in the name of the child 
the amount of any gift or bequest to the child from outside the family unit 
in an interest-bearing Income Adjustment Account 18/ in the year in which it 
was received. These deposits would be deductible from the income of the 
family unit. The interest on such deposits would be paid only on withdrawal 
and would be brought into income at that time. Any withdrawals from these 
Accounts made while the child was a member of the family unit would be brought 
into the income of the family. Withdrawal would have to be made when the 
child ceased to be a member of the family unit and would be brought into the 
income of the new tax unit of the child at that time. Withdrawals from such 
an Account could be averaged in one of the ee described in Chapter 13. 
Saving of Dependants from Employment 
or Business Income 

The employment or business income earned at arm's length by dependants 
in excess of the allowance of $500 noted above, may be considered, both by 
the dependant and the family of the dependant, as funds to be put aside to 
cover future expenditures by the child after leaving the family unit. Here, 
too, it would seem unfair to require that these funds be brought into family 
income and then into the income of the child on leaving the family. We 
therefore recommend that the child should be permitted to deposit these 
amounts in excess of $500 in an Income Adjustment Account, and that such 
deposits should be deducted from the income of the family. These deposits 
would be brought into the income of the tax unit of which the depositor is 
a member at the time of withdrawal in the manner discussed above, and would 
have to be brought into the income of the new tax unit when the child ceased 
to be a member of the original family unit. 


Withdrawal of a Child 
From a Family Unit 


A child would cease to be a member of his original family unit on 


marriage, on death, on ceasing to qualify as a dependant because of 
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age, on ceasing to be a resident, or if he "opted out" under the conditions 


specified above, or if he is adopted by another family. 


Two questions arise when a child has ceased to be a member of the original 
family unit. How should unrealized gains on property which the child takes 
from the original family unit be taxed? How should property transferred from 


the original unit be taxed to the new unit? 


We recommend that unrealized gains on property withdrawn by the child 
from the original family unit should be taxed as income to the original 
family unit in the year in which the child withdraws. There would be an 
exception to this rule in the case of a dependent child who was an orphan 
and who was adopted by another family. In that case there would be no 
deemed realization, but the property belonging to the orphan would retain 


the cost basis which it had in the original unit. 


In order to preserve the concept that gifts are part of the compre- 
hensive tax base, we recommend that the child be required to include in his 
income, as a new tax unit, in the year in which he ceased to be a member of 
the original family unit, unless this was due to his adoption, the market 
value of any property taken with him from the original unit in excess of his 
lifetime exemption of $5,000 and his annual exemption for the year. ‘The 
lifetime exemption should be sufficient to ensure that most individuals 
establishing a new tax unit would be free of any tax on their starting 
assets. We have not suggested a larger exemption because we feel that it 
would unduly increase the inequity inherent in any exemption that only 
applies to one kind of income. The exclusion of up to $5 ,000 is a lifetine 
concessionary allowance which would be available to every individual who 
has ceased to be dependent. As recommended in Chapter 17, it could be used 


for gifts and bequests from outside the unit at any time. 


If a child should become non-resident while the parents remain resident, 


the child would cease to be a member of the family unit unless he elects to 
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continue to be taxed as a resident. If he does not so elect and ceases to 
be a member of the family unit, he would be required to include in income 
all property (in excess of the exemptions) which he takes w?th him from the 
unit. In addition, there would be a deemed realization to the family unit 
of that property. Any subsequent gifts of property to the child by his 
parents would likewise result in deemed realizations to the family unit and 
would be subject to withholding tax. For these reasons a child who becomes 
non-resident, to attend university or otherwise, would probably elect to 
continue to be taxed as a resident as long as he is qualified to continue 


to be a member of the family unit. 


* 


If the child has ceased to be a member of the family unit by har of 
his marriage, and has thereby formed a new family unit, the latter unit 
would bring the property transferred from the original family unit, in 
excess of the aggregate unused lifetime exemptions of the couple, into the 
income of the new family unit in its first taxation year. This property 
would be taxed according to the family rate schedule like any other income. 
The child leaving the family for reasons other than marriage would bring the 
property transferred from the old unit, in excess of the $5,000 lifetime 
exemption, into his individual tax unit, and. it would be taxed with other 
income on the individual rate schedule. In either case, the new tax unit 
would be able to take advantage of the income-averaging provisions discussed 
in Chapter 13. Any further gifts or bequests to the new unit from any 
source would be brought into the tax base of re new unit, subject to the 
unused lifetime exemption and the annual exemptions we recommend in Chapter 
17. The suggested annual exemptions are $250 for a person filing as a single 
individual, $250 for each spouse in a family wit, and $100 for each child 
family unit. Such a provision should exempt from tax the normal flow of 


personal gifts. 


The aggregation of a dependant's income with the income of his family 


would eliminate any income-splitting advantage in gifts to dependent members 


139 


of the family unit. To this extent, the sections attributing income from 
property transferred to persons under 19 years of age could be eliminated 
from the Act as well as the sections regarding transfers in trust 19/. Income 
splitting could still be a motive in gifts from outside the family unit to 
minors who had "opted out". A substantial gift from a grandfather to minor 
grandchildren would be a typical example. However, the conditions we recommend 
under isto opting out would be permitted are so stringent, we doubt that 
this alternative would be used for tax minimization purposes. Moreover, the 
tax payable on the transfer, both by the donor and the donee, would usually 
offset any advantage of the lower tax rate on the subsequent income of the 
donee. For these reasons we recommend that the anti-income-splitting 
provisions of sections 21 and 22 should be repealed in their entirety... It 

is not possible, with all the changes in tax bases and rates we recommend, to 
be sure that possibilities for income splitting would not arise, so that it 


would be necessary to review this area from time to time, 
Termination of a Family Unit 


A family unit in which there are no dependent children would terminate 
in the ways and with the consequences already discussed. Where the family 
unit contained a dependent child or children, however, additional rules 


would be necessary. 


In the event of divorce or legal separation of the spouses, the family 
unit would terminate but there would be no tax consequences. There would 
be no deemed realization of property gains to the dissolved family unit and 
the two tax units created on the termination of the old family unit would 
not be required to bring into income property taken from the old unit. A 
divorced or separated spouse who retained custody of one or more dependent 
children would form a new family unit with those children. A spouse who did 
not retain custody of any dependent children would form a new single tax 


unit. 
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In the event that one of the spouses in a family tax unit ceased to be 
resident in Canada but the other remained resident, the family unit would 
be deemed to continue. Similarly, if the sole parent or both parents in a 
family unit ceased to be resident in Canada but they had one or more dependent 
children who continued to be resident in Canada, the unit would continue. In 
all of the circumstances referred to in this paragraph there would be a deemed 
realization of property gains to the original family unit only with respect 
to the property of a member or members of the unit who ceased to be resident 
sn Canada. In the event that all members of a family unit became non-resident, 
the family unit would terminate and there would be a deemed realization of 


all of the property of the family unit at the fair market value. 


In the event of the death of a spouse, the family unit would be deemed 


to continue in two circumstances: 


t Where a spouse survived, with or without a dependent child or children, 
rade Where there was no surviving spouse but a dependent child or children 


survived. 


In each of these circumstances there would be no deemed realization of 
property gains to the family unit on property passing to continuing members. 
The continuing members would not be taxed on property passing to them by 


reason of the death. 


Where there was a family unit consisting only of a dependent child or 
children, it would continue until the last dependent child ceased to be a 
dependant (as defined). At that time there would be a deemed voalizatton 
of the previously unrealized gains on property of the family unit unless 


the last dependent child ceased to be a member by reason of being adopted. 


The tax liability of a family unit consisting of one dependent child 
would be determined by the individual rate schedule, as would the tax 


liability for a tax unit consisting of a surviving spouse with no dependants. 
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In the event of the marriage of a surviving eset or an unmarried 
person who had a dependent child or dependent children, their tax unit would 
terminate and they would become members of a new tax unit with the new spouse, 
In this event there would be no deemed realization to the former unit and the 


value of their property would not be added to the income of the new unit. 
OTHER DEPENDANTS 


We have also considered whether dependants other than children should 
be included in the family unit for tax purposes. There is no doubt that 
another dependant, such as a parent, is often an integral part of the 
family unit, both in“physical presence and by reason of affecting family 
expenditures. However, there are other cases where this social relationship 
exists only in part, if at all. In addition, we were unable to develop 
adequate provisions to prevent a number of tax minimization devices, particu- 
larly in the area of gifts and bequests, that could be employed if the 


family unit were expanded beyond the limits we have already recommended. 


Therefore, we recommend that the family unit shovld only encompass 
spouses and dependent children (as defined). This does not mean, however, 
that no recognition should be given to expenditures by the family to support 
close relatives who form, in effect, part of the family group. We recommend 
in Chapter 12 that a tax credit be granted of up to $100 for such expenditures 
made to or on behalf of a close relative. More important, we recommend 
that complete dependence should not be a requirement for the claiming of 
this credit. It should also be noted that although gifts and bequests 
to relatives mst be included in the income of the recipient to the extent 
that they exceed the proposed exemption, the tax rate schedules and credits 
that we propose would mean that little or no income tax would be payable by 


a relative who only received a moderate amount of assistance. 
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Common Law Wives 


Couples sometimes live together in common law relationship but are not 
legally married. They live as 4 family, often with children. Sometimes 
one or both of the partners have a legal spouse but are separated legally or 
otherwise. We think it is equitable that such couples and their children 
should be treated as family units for income tax purposes regardless of the 
legal status of their marriage. However, to make this administratively 
feasible there would have to be a definite rule for determining when such 
a relationship should be recognized for income tax purposes. This could be 
accomplished by a provision that a man and, woman who were not legally married 
would be regarded as spouses if they had cohabited as man and wife for at 
least a year and had filed a joint declaration that they wished to be treated 
as man and wife for income tax purposes. If a person who was legally married 
to someone else and not legally separated made such a declaration, this 
would terminate the former family unit in the same way as a legal separation. 
It should be provided that when such a declaration was filed each of the 
parties would be deemed to be the spouse of the other and not of any other 
person. Any child who was dependent for support upon either or both of the 
parties, and not on any other person, would be included in the family unit 
on the same basis as the children of any other family. If the parties 
separated and remained separated for a period of at least one year this would 


have the same effect as a legal separation of a married couple. 
CONCLUSIONS AND RECOMMENDATIONS 


a The present tax system treats the individual rather than the family 
as the basic unit for tax purposes. In our view this leads to in- 
equities because we believe it is the ability to pay of the family, 
rather than of the individual members of the family, that should be 


taken into account in determining tax liabilities. 


a, In our opinion a married couple should pay less tax than a single 
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individual with the same aggregate income. However » we believe’ that 
at most income levels a married couple should pay higher taxes than 
two single individuals, each of whom has half the income of the couple, 
because of the economies that can be realized when two people live 


together. This result is not achieved with the present system. 


The tax liabilities of married couples should be independent of the 
proportion of total income received by husband or wife. This result is 
not achieved under the present system, for the couple comprised of a 
husband and wife who have identical incomes pays a lower tax than a 


couple with the same income received by one of the spouses. 


These problems could be eliminated by the aggregation of the income of 
husband and wife. By taxing the total income of the couple under a 
rate schedule that bears an appropriate relationship to the rate 
schedule applicable to individuals, a more equitable allocation of 


taxes between single individuals and couples could be achieved. 


The aggregation of the income of husband and wife would have the 
important result that transactions between the two would have no tax 
consequences. In particular, inter vivos and testamentary transfers 

of property between spouses would not be subject to tax notwithstanding 
the general rule that gifts are included in the income of the donee 


Lex Wilt. 


Adopting the family as one of the basic units for tax purposes would 


have the advantage that the problems created by income splitting 


between husband and wife under the present approach would be largely 
eliminated. The restrictive sections of the Act that are now necessary 
to prevent income splitting have been sharply criticized as discrimi- 


natory and inconsistent. These restrictions could be abolished. 


There are both advantages and disadvantages to the aggregation of the 


income of dependent ehildren with family income. Except under unusual 


Uy} 


circumstances, compulsory aggregation of the income of dependent 
children with that of their parents would be preferable from an equity 
point of view, and the administrative problems would probably be less 
with aggregation. We therefore recommend compulsory aggregation of the 
income of dependent children with family income, with modifications 
that would provide the flexibility necessary to accommodate the diverse 
relationships that prevail between parents and their children and the 


unigue character of the income sometimes received by dependent children. 


THE COMPOSITION OF THE FAMILY UNIT 


8. 


LO. 


A husband and wife, if they are Canadian residents, should be treated 
as a tax unit (the "family unit") for tax purposes. The family unit 
would commence at the beginning of the taxation year in which the 


marriage occurred. 


Where there were resident dependent children, they should also form 
part of the family unit for tax purposes. With two exceptions, 
dependent children should be defined as unmarried children 21 years of 
age or less, or over 21 and infirm. Actual support should not be a 
test of dependency. Other close relatives dependent upon the family 
unit for support should not be included in the family unit for tax 
purposes. However, a tax credit should be available that would be 


related to expenditures made to support such dependants. 


A family unit should also be formed at the commencement of the year 

in which any of the following events occurred: an unmarried woman 

has a child; an unmarried individual adopts one or more children; or 

a divorced or separated spouse retains custody of one or more dependent 
children. The unit would consist of the parent and the dependent 


child or children. 
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OPTIONS FOR DEPENDENT CHILDREN 


e Le 


Two options should be available with respect to dependent status: 


a) An unmarried resident child 21 years of age or less, but over 
school-leaving age, who lived away from home and was employed or 
operated a business on a full-time basis, should be permitted to 
file as an individual, at the option of the child or of the child's 


parents. 


b) An unmarried resident child over 21 years of age but not over 
25 who attended a recognized institution of post-secondary 
education on a full-time basis should be permitted, if acceptable 
to both the child and his or her parents, to remain a member of 


the family unit. 


FAMILY RATE SCHEDULE 


Le. 


15. 


Normally,the income of the family unit would be aggregated on a joint 
return and this aggregate taxed on a "family unit rate schedule”. 
Under that schedule family units would pay less tax than an individual 


with the same income. 


Either spouse should be permitted to elect that they would not aggregate 
their incomes. In that event they would file separate returns and be 
taxed separately on the family unit rate schedule in a way that would 
usually involve somewhat higher taxes (in total) than if they had 
aggregated. <A dependent child's income (in excess of the exemption 
referred to below) if any, would be aggregated with that of either 


parent, 


LIABILITY FOR TAX PAYABLE BY FAMILY UNIT 


14. 


The spouses should be jointly and severally liable for the tax payable 


by the family unit unless they file separate returns. If there is 
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only one parent, he or she would be liable for the tax. A dependent 


child with income should be liable for the tax allocable to that income. 
EXEMPT INCOME FOR DEPENDENT CHILDREN 


15. Employment or business income up to $500 earned at arm's length by a 
child in a family unit should be exempt from tax and would therefore 
not be subject to aggregation. Only the dependent child's income in 
excess of that sum should be aggregated with the income of the family 


unit. 
INDIVIDUAL RATE SCHEDULE r 


16. A person who was not a member of a family unit should be treated as an 
"+ ndividual unit" and should be taxed on the "individual unit rate 


schedule”. 
TRANSFERS OF PROPERTY WITHIN FAMILY UNIT 


17. With one exception, transfers of property, either inter vivos or on 
death, between members of a family unit should not involve a deemed 
disposition or the receipt of income. For example, a husband would be 
able to make inter vivos and testamentary gifts to his wife or dependent 


child free of any tax. 


18. To prevent abuse through marriages undertaken solely for the purpose 
of reducing taxes on transfers of property, it should be provided that 
tax-free transfers would not be permitted until the marriage had 
lasted for five years or until there was a natural-born child of the 
marriage, whichever was earlier. One exception to this would be that 
tax-free transfers would be allowed during this period up to one half 


of the income after tax reported by the family unit. 
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TRANSFERS OF PROPERTY BETWEEN UNITS 


19. 


20. 


Gifts of assets from outside the family unit to a member of the family 


unit should be treated as income of the family unit, with the exception 


noted below. 


The following special rules should apply to dependent children: 


a) 


b) 


c) 


A dependent child who received gifts or bequests from outside the 
family unit should be permitted to deposit such gifts or bequests, 
or the monetary value thereof, in an interest-bearing Income 
Adjustment Account. Such deposits would be deducted from family 
income for tax purposes. Withdrawals from these deposits would 
be taxable to the unit of which the donee is a member at the time 
of the withdrawal. Withdrawal would be compulsory when the child 


established a new tax unit. 


A dependent child with income earned at arm's length from 
employment or business in excess of the $500 annual allowance 
should be permitted to deposit the excess in an Income Adjustment 


Account on the same basis as gifts from outside the family unit. 


On marriage, on ceasing to be a resident, and on ceasing to 
qualify as a dependent child under the definitions given in 


9 above: 


i) there should be a deemed realization of gains or losses to 
the original family unit, on the property the child takes to 


the new unit; 


ii) the child should bring this property into the income of his 
or her new tax unit in its first taxation year at the fair 
market value, subject to a lifetime exemption of $5,000 and 
the applicable annual exemption for gifts; if the child has 
ceased to be resident the property would be subject to 


withholding tax as a gift. 
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d) On the adoption of a dependent child who is an orphan by another 
family unit there should be no deemed realization and the property 


of the child should not be included in the income of the new unit. 


TERMINATION OF THE INDIVIDUAL TAX UNIT 


As 


The individual tax unit should terminate on death, on marriage or on 
giving up Canadian residence. Except on marriage there would be a 
deemed realization of property gains to the terminating unit and the 
property passing to other resident units would be brought into the 
income of the recipient unit. On marriage there would be no deemed 
realization and the property taken from the individual tax unit to the 
new family unit created by the marriage would not be brought into the 
income of the new unit. All deemed realizations of property would be 


at the fair market value. 


TERMINATION OF THE FAMILY TAX UNIT 


22. 


23. 


ek. 


The family tax unit should terminate if both spouses ceased to be 
resident and there were no resident dependent children. There would 

be a deemed realization of property gains to the terminating unit. 
Property passing from the terminating unit to resident tax units would 
be brought into income by the latter. If a person becoming non-resident 
elects to continue to be taxed as a resident, he should be regarded as 


a resident for all purposes. 


Tf one spouse became non-resident there should be a deemed realization 
of gains on the property of that spouse. However, the family tax unit 
would not terminate if one spouse remained resident or if there were 


resident dependent children. 


The family tax unit should terminate if the spouses were divorced or 
legally separated. However, there would be no deemed realization of 


property gains to the family unit, and the property taken by any of 


25. 
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the members of the family from the terminated unit would not be brought 


into the income of the new tax units they formed. 
The family unit should terminate: 


a) On the death of the surviving spouse if there were no resident 


dependent children. 
b) On the remarriage of the surviving spouse. 


c) On the surviving spouse ceasing to be resident if there were no 


resident dependent children. 


d) On the loss of dependent status by all members of the family unit 
of parents who have died or have ceased to be resident leaving 


dependent children resident in Canada. 


In the circumstances referred to in paragraphs (a), (c) and (d) there 
would be a deemed realization of all property gains to the family unit. 
In cases (a) and (da) all property transferred from the terminated unit, 
after providing for its tax liability, would be brought into the 

income of recipient tax units. In the case of remarriage of a surviving 
spouse there would be no deemed realization and the property of the 
surviving spouse would not be included in the income of the new unit. 

In the event of the marriage of a surviving spouse or of an unmarried 


person who has a dependent child or dependent children, all members of 


the tax unit would presumably become members of the new tax unit and 


there would be no deemed realization to the former unit or income to 


the new unit. 
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REFERENCES 


This difference is reduced to about $80 if the separate old age 


security tax is included. 

Section 4(4) of the Income War Tax Act, 1917, Chapter 2c. 
Sections 21(1) and 22(1). 

Sections 21(1), 22(1) and (2). 


Under section 21(2), where a person has received remuneration as an 


employee of his spouse, the amount is not deducted in computing the 


* 


spouse's income and is not included in the employee's income. Section 


21(4) provides that where a person has received remuneration as the 
employee of a partnership in which his spouse was a partner, the 
proportion of the remuneration that the spouse's interest in the 
partnership was of the interests of all the partners is deemed to 
have been received by the spouse as part of his income for the 


year from the partnership. 


Section 21(4). 


x 


Robins v. M.N.R., [1963] Ex. C.R. 171. 


Dunkelman v. M.N.R., [1960] Ex. C.R. 73. 


Campbell v. M.N.R., 63 DTC 493; 32 T.A.B.C. 203. 


See the discussion of the treatment of common law wives later 


in this chapter. 


We see no major difficulty in allowing the couple to decide whether 
to file separately or jointly each tax year if the procedure 


described above were followed. 


12/ 


13/ 


LDL 


An Income Adjustment Account is a government-supervised account which 


we recommend and which is described in Chapter 13. 


Property transferred between spouses would be recorded at a cost basis 


equal to that of the donor spouse. 


As an alternative it could be stipulated that in these circumstances 
the family unit would terminate, but that there would be no tax 
consequences, as in the case of a divorce or legal separation. However, 
we believe the approach recommended not only puts greater emphasis on 
the tax significance of the family unit, but it also pamelat cede the 
treatment of life insurance and retirement income received by the sur- 


viving spouse. 


Unless both spouses elect to continue to be taxed as if they were 
resident in Canada. This procedure is discussed in Chapter 26. If 

such an election is made in any case where a person becomes non-resident, 
the tax consequences would be the same as if that person had continued 


to be resident. 


As stated above, where there is a surviving resident spouse without 
dependent children the family unit would continue but income would be 
taxed to the surviving spouse under the individual rate schedule. The 
continuation of the family unit on the death of one spouse would ensure 
that transfers of property accumulated by a couple would not be taxed on 


the death of the husband or of the wife. 


The age which we have suggested as the principal test for determining 
whether a child is dependent is 21. It is arguable that, since most 
children who do not attend university become self-sufficient before 


they are 21 years of age, this age should be lowered to 18 years. 


See reference 12 supra. 


Sections 22(1) and 22(2). 
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CHAPTER 11 
RATES OF PERSONAL INCOME TAX 


In the four preceding chapters, we have defined what the tax base should 
be and the units for which this tax base should be calculated. In this 
chapter, we recommend how taxes should be calculated for tax units having 


various attributes and different incomes. 


For the tax system to be fair, the taxes paid by upper income tax units 
should be a larger proportion of their total income than the taxes paid by 
units with less income. If the income tax were the only tax levied, a mild 
progressiveness in marginal rates would suffice. However, as Chapter 6 has 
shown, other forms of taxation are regressive. The income tax therefore mist 
be progressive merely to achieve a proportional tax system. To obtain a pro- 


gressive tax system the income tax mst be markedly progressive. 


The schedules of personal income tax rates recommended in this chapter, 
when combined with our proposed reforms of the tax base, would increase the 
average progressiveness of the tax system over what it is now. The evidence 
supporting this contention is presented in Chapter 36. We believe this would 
achieve a more equitable distribution of the burden of taxation. Because the 
adoption of a comprehensive definition of income would increase the tax bases 
of upper income individuals and families more than others, this increased 
J Aa ae could be achieved with substantially lower marginal tax rates 
at the upper end of the schedule. As we indicate in Chapter37, lower marginal 
tax rates should make profitable investment more attractive, increase labour 
force participation rates and increase labour, managerial and professional 
effort. Lower marginal rates should consequently enhance the rate of economic 
growth in Canada. The fact that marginal rates could be lowered at the same 
time that the average progressiveness of the tax system was increased is an 
indication of the inefficiency of the present tax system and the need for 


tax reform. 
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CRITERIA GOVERNING THE SELECTION OF A RATE SCHEDULE 


In developing the rate schedules presented in this chapter we have 
been guided by several objectives and constraints. Our principal ob jective 
has been to allocate taxes among tax units in proportion to each unit's 
ability to pay. Consequently, we have tried to devise schedules that are 
consistent with the criteria established in Chapter 7. In addition, we 
believe that the rate schedule should be consistent with the realization of 


the following objectives: 


a hee Because sales taxes are, at best, proportionate to income, and 
property taxes are regressive, there should be compensatory 
reductions in the weight of income taxes on low income tax units 


to achieve the allocation of all taxes according to ability to pay. 


ae The weight of taxes on middle income tax units should be reduced 
to narrow the unfavourable income tax differential between Canada 


and the United States. 


4a The maximum rate of tax on any form of income should be no 


greater than 50 per cent, to minimize disincentive effects by 


Only the first objective in the list is concerned with ability to pay, 
but we believe that the others are of sufficient importance to be taken into 


account in developing the rate schedules we recommend. 


Our selection of rate schedules has been subject to the following 


constraints: 


le In accordance with the Order in Council establishing this 
Commission, the tax system we recommend must raise approximately 


the same revenue as the present tax system. 


es Apart from the industries affected by eliminating inefficient 


concessions in the present tax law, the weight of taxation on 
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equity investments should be no greater than at present, despite 
the widening of the tax base to include the full taxation of 


capital gains. 


Were it not for the binding nature of the revenue constraint, it would 
be relatively easy to choose a rate schedule that was consistent with all of 
our objectives. There is no conflict among our objectives that could not be 
resolved by decreasing the revenue yield of the tax system. Because we are 
not able to reduce revenue, however, it is necessary to determine the emphasis 
that should be given to each objective. With some exceptions that we discuss 
pa tees primary emphasis has been placed on the first objective: making the 
income tax system equitable by allocating taxes in accordance with the ability 


to pay of tax units. 
Taxation According to Ability to Pay 


In Chapter 7, we concluded that taxes should be allocated in proportion 
to ability to pay. This result would be achieved, we believe, if the tax 
base was defined in accordance with our comprehensive definition of income, 
and if the taxes on this base were determined by schedules of rates that 
reflected the differences in the discretionary economic power of tax units 


with different incomes and different family characteristics. 


The "ideal" rate schedules which we developed in accordance with the 
ability-to-pay principles explained in Chapter 7 are later modified to meet 
the other objectives and constraints. In developing these "ideal" schedules, 


several important assumptions have been made. 


Le We assume that the first few dollars of a tax unit's income are not 
available for discretionary use. Below some limit, therefore, the 
marginal rate of tax should be zero. We have adopted a lower limit 
of $300 for single individuals and $700 for families. These limits, 
together with the other assumptions, determine the rate of progression 


of the marginal rates. The $300 and $700 limits would be appropriate 
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if personal income taxes were ihe a taxes levied. However, as 

we explain later, these limits mst be increased to compensate for 
sales and property taxes. Accordingly, in the rate schedules we 
recommend, the amounts subject to a zero rate of tax are higher than 


these limits. 


Zs We assume that all income in excess of some limit is available for 
discretionary use. Above some limit, therefore, the marginal rate 
of tax on additional income should be constant. Both in arriving 
at our "ideal" rate schedules and the recommended rate schedules, 
we have accepted $100,000 as the upper limit. This limit may be 
excessive, even though it is only ae quarter of the present limit. 

56 We assume that, between these limits, equal percentage differences 
in income are associated with equal differences in the fraction of 
additional income available for discretionary use. The income 
brackets should, ideally, encompass equal percentage differences 
in income. Marginal rates should rise by equal amounts from 


bracket to bracket By 


ly, Up to an income limit of $40,000 we assume that the fraction of 
income available for discretionary use is less for families than 
for individuals with the same income. Above this limit we assume 
that the fraction is the same for both. Consequently the rate 


schedule for individuals and families should merge at this point. 


If these assumptions are accepted, if personal income taxes were the 
only taxes levied,and if equity were the only objective, the construction 
of rate schedules that raised sufficient revenue and allocated taxes ac- 


cording to ability to pay would be a straightforward, mechanical task. 


Compensatory Adjustments for Other Taxes 


If personal income taxes were the only taxes levied, rate schedules 


with the characteristics described above would, we believe, allocate taxes 
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according to ability to pay. Personal income taxes are not, however, the 


only revenue source. 


Our proposed integration of personal and corporate taxes would mean that 
corporate source income attributable to residents would be taxed according to 
the ability to pay of individuals and families. But we have not recommended 
the integration of sales and property taxes, although we suggest that study 
be given to the possibility of providing arbitrary refundable tax credits 
against personal income tax liabilities for these taxes. Sales taxes are at 
best proportionate to income, and property taxes, where they are payable, de- 
cline as a proportion of income as income rises. Consequently, to allocate 
personal income taxes according to ability to pay, while ignoring sales and 
property taxes, would mean that low income tax units would be taxed too 
heavily relative to their ability to pay. To compensate for these non-income 
taxes we believe that the marginal income tax rates imposed on the first 
brackets should be reduced relative to what would be appropriate if personal 


income taxes were the only taxes. 


To this end we recommend that, for unattached individuals, the first 
bracket should encompass the first $1,000 rather than the first $300 of income. 
We also recommend that this bracket should be subject to a zero rate of tax. 
This would be equivalent to maintaining the basic exemption of $1,000 for 
individuals. For families, we recommend a zero rate bracket that would 
encompass the first $2,100 of income. This would be slightly more generous 


than the present exemption for couples of $2,000. 


Zero rate brackets serve exactly the same purpose, and have exactly 


the same consequences, as exemptions equal to the width of such brackets. 


In addition to maintaining, in effect, the present exemptions, we also 
recommend small reductions in marginal rates at the lower end of the schedule. 
These measures, together with the reform of the sales tax base that we also 
recommend, should go some distance in moving closer to the allocation of all 


taxes according to ability to pay. 
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International Tax Comparisons 


For many Canadian workers, the market for their services is continental, 
not Canadian. This is especially true for highly skilled and professional 
employees who are increasingly sought by United States and other foreign 
employers as well as by employers in Canada. The so-called "brain drain” 
from Canada has been widely noted and deplored by many observers 3/. We are 


anxious that the Canadian tax system should not contribute to that drain. 


Taxes are not the only factor that affects an individual's decision to 
emigrate from Canada. For example, the persistently large difterential be- 
tween Canadian and United States mortgage interest rates may be as important 
a factor as taxes for many individuals u/, As is emphasized in Chapter 4, 
differences in tax burdens are probably not as important as difrerences in 
salaries, working conditions and living costs. For reasons that need not 
concern us here, Canadian employers generally do not offer competitive Pie 
and frequently have not been able to offer work as interesting as that 
offered by United States employers. We are, however, concerned with reducing 
Canadian taxes on skilled workers and professionals to the point where there 


are no major tax incentives for emigration to the United States ip 


Examples of the difference between the income taxes currently paid by 
taxpayers in equivalent positions in the United States and in Canada are 
provided in Table 11-1. This table shows, for several different situations, 
the total income taxes paid to all levels of government by a family with 
two children, both of whom are assumed to qualify for fats allowances, 
with an income of $12,000 earned by the head of the family. Comparisons are 
provided for the average taxpayer earning this amount in the United States 
and in the Canadian provinces with the lowest tax rates, as well as for the 
average taxpayer residing in the State of New York and Saskatchewan. In 
both of the latter cases, taxes are substantially above the average for the 
respective countries 6/. As can be seen from the data given in the table, 


income taxes are higher in Canada in all examples. In fact, income taxes 
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TABLE 11-1 


INCOME TAXES PAYABLE BY A FAMILY WITH 
TWO CHILDREN AND INCOME OF $12,000 IN 
THE UNITED STATES AND IN CANADA 


(1966 RATES) 
Percentage 
United States Canada difference 
Typical home owner 
New York State $ 1,419 Saskatchewan $1,914 ~25.9 


Average for United 
States 1,518 All provinces other 1,827 27.9 
than Saskatchewan, 
Manitoba and Quebec 


Average taxpayer filing 
itemized deductions 


New York State 1,529 Saskatchewan 1,914 -20.1 


Average for United 
States 1,409 All provinces other 1,827 ~22.9 
than Saskatchewan, 
Manitoba and Quebec 


Average taxpayer using 
standard deduction 


New York State 1,843 Saskatchewan 2.170 ~15.4 


Average for United 
States 1,634 All provinces other 2,060 20. 
: than Saskatchewan, 
Manitoba and Quebec 


Note: Income taxes include provincial income taxes and old age security 
tax in Canada, and average state and local income taxes on the 
United States. They do not include compulsory contributions to 
government pension plans in either country. In all cases, the 
percentage difference is calculated using the Canadian tax figure 
as base. 


Source: Appendix H to this Volume. 
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paid by a Canadian family living in the provinces with the lowest tax rates 
are even higher than those paid by a family residing in New York State. The 
differential is especially large for a family living in a house that it owns 
because mortgage interest payments and property taxes are deductible in com- 


puting taxable income in the United States vere 


The examples in Table 11-1 show only the higher taxes paid by a Canadian 
family with two children at one income level. The percentage differences be- 
tween Canadian and United States income taxes for different taxpayers with 
different incomes is given in Table 11-2. In all cases the comparison is 
between United States taxpayers with average state and local income taxes 
and Canadian taxpayers in provinces with the lowest income taxes. The data 
given in the table thus compare average United States income taxes with 
income taxes in all provinces other than Quebec, Manitoba and Saskatchewan. 
Because thirteen states in the United States do not levy any state freee tax 
at all, this comparison is somewhat biased in favour of Canada. In spite of 
this bias, it is apparent from Table 11-2 that middle income taxpayers pay 
substantially higher taxes in Canada than in the United States. The difference 
in taxes arises in part from more liberal deductions in the United States, 
in part from lower tax rates and in part from the right of husbands and wives 
in the United States to file joint returns 8/. 

The difference is lowest for a single individual with no dependants 
who does not claim itemized deductions. Such an individual, on the average, 
pays less income tax in the United States than in Canada if his income is 
between $8,000 and $30,000. If the United States taxpayer lives in a state 
such as Pennsylvania, which has no state income tax, his income taxes are 


less for incomes ranging from $5,000 to $30,000. 


For a married couple, average income taxes are less in the United 
States if the couple's income is greater than $7,000, even if only the 
standard deduction is claimed. However, over 60 per cent of United States 


taxable returns filed jointly by husbands and wives claim itemized deductions 9/. 


Percentage Dif- Percentage Dif- Percentage Dif- 
. ference for Single ference for Married ference for Family 
Persons, No Couples, No With -Two Children, 
Assessable Dependants, Using Dependants, Using Itemizing 
Income Standard Deduction Standard Deduction Deductions 
$ 1,500 1685 - - 
2,500 34.8 2h9.0 - 

3,500 16.2 55. Le. 
5 5000 Bee L6G 18.4 
6,500 ie 1.3 - 18.4 
8,000 a te 60 Daf =: Lia 
10 ,000 - 4.7 - 11.9 - 19.1 
12,000 = eh - 15.2 - 22.9 
15,000 WO 01.5 ees 
25,000 - 2.4 - 28.5 - 36.6 
40 ,000 ae5 - 23.7 su ooey 
70 ,000 (2 - 14.8 - 28.1 
100 ,O000 B25 - 10.9 - 26.7 
200 ,000 bus - 6.6 - 2.3 

Pee The percentages shown in this table are calculated so that a 


Source: 
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TABLE 11-2 


PERCENTAGE DIFFERENCES BETWEEN 
UNITED STATES AND CANADIAN INCOME TAXES 


"plus" figure shows United States income taxes being higher 
than Canadian income taxes; a "minus" figure shows United 
States taxes being lower. In all cases the base of the com- 
parison is the Canadian income tax payable on that income. 
United States taxes include average state income tax; 
Canadian taxes include only the lowest provincial income 
tax. Old age security taxes are included in Canadian tax 
figures. Compulsory contributions to government pension 
plans are not included in either United States or Canadian 
tax figures. 


Appendix H to this Volume. 
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The typical family has two children, and the taxes for such a unit appear in 
the third column of Table 11-2. This shows that, even including average 
state and local income taxes, United States income taxes are lower for such 
families with income over $6,000. This amount is reduced to $5,000 in a 
state with no state income tax. For a family with an income of $25,000, 
total average income taxes paid are about $2,500 less in the United States 


than in Canada. 


Higher Canadian income tax rates might, of course, be expected it 
income taxes accounted for a larger share of total tax revenues in Canada 
than in the United States. However, the situation is actually the reverse. 
Even without taking into account recent increases in provincial sales taxes, 
in 1964 direct taxes accounted for only 45 per cent of total tax revenues 
of all levels of government in Canada, compared to 64 per cent in the United 
States Wi; The average rate of sales tax in Canada is roughly double the 


United States rate, and is among the highest in the world. 


To reduce the relative tax advantage enjoyed by residents of the United 
States, we have adopted as a third objective the establishment of a rate 
schedule that would result in roughly equal income taxes for middle income 
taxpayers in Canada and in the United States. Because of the lower average 
income of Canadians and the higher ratio of government spending to GNP, this 


objective cannot be achieved completely at, 
The Maximum Marginal Rate 


If equity were the only consideration, the top personal rate of tax 
would be determined solely by revenue requirements. Given the size of the 
base and the assumed upper and lower limits between which marginal rates 
should vary, the top marginal rate would, in effect, be predetermined by 


revenue requirements. 


We are persuaded that high marginal rates of tax have an adverse 


effect on the decision to work rather than enjoy leisure, on the decision 
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to save rather than consume, and on the decision to hold assets that provide 
monetary returns rather than assets that provide benefits in kind. We think 
there would be great merit in adopting a top marginal rate no greater than 
90 per cent. With such a maximum marginal rate, taxpayers would be assured 
that at least half of all gains would be theirs after taxes.. We think there 
is a psychological barrier to greater effort, saving and profitable invest- 


ment when the state can take more than one half of the potential gain. 


We recommend elsewhere that the corporate base be increased by the 
removal of certain concessions to some industries. Aside from this change, 
acceptance of the integration of personal and corporate taxes at a maximum 
rate no higher than 50 per cent would mean that the marginal rate of tax 
on income from new investments in plant and equipment would generally be 


reduced, 


A top personal rate no greater than 50 per cent has another important 
advantage. With a corporate rate of 50 per cent and higher personal rates, 
upper income shareholders could defer personal income taxes by retaining 
earnings in the corporation and postponing the realization of their share 
gains. This would continue the existing conflict of interest between 
low and upper income shareholders and the lack of tax neutrality in the 


decision to retain or distribute corporate profits. 
The Revenue Yield of the Rate Schedule 


The tax system we propose must raise sufficient revenue. To 
ensure that this constraint is not violated, we have made an extensive 
analysis of the revenue-producing potential of our proposals. The results 
are described in Chapter 435. We are confident that the rate schedules we 
recommend, when taken together with our other recommendations and including 
transitional costs, would raise as mich revenue as the present system 1le/. 
Further reductions in the rate schedule could be made after a transitional 


period of a few years. 


164 


The Taxation of Income from Equity Investments 


We have made a number of recommendations that should enhance the 
attractiveness of equity investments independently of the tax rate applicable 
to them. These include provisions for the more neutral treatment of income 
from different sources, full write-off of losses on investments and acceler- 
ated capital cost allowances for new, small businesses. The provisions 
should reduce the risk of equity investments and so enhance their attractive- 
ness. Nevertheless, we believe it would be desirable to reduce marginal 
rates of tax on corporate source income 13/ and unwise to increase the 


average rates paid by residents. 


The decision to undertake additional capital expenditures is presumably 
determined by the expected after-tax rate of return on additions to plant and 
equipment. Assuming that they are not shifted through lower prices or higher 
costs, we believe that reductions in marginal tax rates on corporate source 
income should stimulate equity investment. We have accepted as an objective 
that the rate schedules we recommend, combined with the integration of 
personal and corporate taxes and the full taxation of share gains, should 
result in a reduction in marginal rates on this kind of income for most 


residents. 


Corporate income is a major source of saving. A higher proportion of 
this kind of income is saved than of other kinds of income. By holding the 
average rate of tax on corporate source income to no more than present 
levels, any adverse effects on saving of taxing capital gains should be 
eliminated. Consequently, we have accepted the constraint that the average 
burden of tax on equity investment by residents should not be increased, 
except for the resource industries and some financial institutions that 


have been too lightly taxed in the past. 
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RECONCILIATION OF CONFLICTING CRITERIA 


Because of the revenue constraint, we have not been able to meet all 


our objectives in the personal income tax rate schedules we recommend. 


We have set the maximum tax rate at 50 per cent, the upper limit that 
we are willing to accept. A higher rate would raise more revenue but result 
in an unacceptable increase in the weight of taxation on equity investment 


income and, we believe, would have appreciable disincentive effects. 


We have been able to increase progressiveness by raising the tax on 
upper income individuals (by broadening the tax base) and by reducing taxes 
at the lower end of the income scale. We have also been able to reduce 
taxes on middle income taxpayers so as to more closely approach United States 
levels. But we have not found it possible to eliminate the unfavourable 


differential altogether. 


The rate schedules we recommend as a result of these considerations 
are shown in Chart 11-1. The effect of having to reconcile conflicting 
objectives in selecting the rate schedules is roughly illustrated by the 
difference between the recommended schedules shown in the chart as solid 
lines and the more "ideal" schedules shown as dashed lines. By "ideal" we 
mean consistent with all of the assumptions that would result in taxes being 
levied strictly in accordance with ability to pay. These assumptions are 
referred to earlier in this chapter and are explained more fully in Chapter 7. 
There are two primary differences between the rate schedules we recommend 


and those we regard as ideal. 


Le Marginal tax rates have been reduced below ideal levels particularly 
on incomes between $5,000 and $40,000 to reduce taxes in middle 
income brackets. 


Z. The family rate schedule has been reduced in the middle income 
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brackets to an even greater extent than the rate schedule for 
unattached individuals in order to bring taxes paid by middle 
income families closer to the income taxes which would be paid 


in the United States 1h/, 


These “distortions” have been introduced in order to obtain a rate schedule 
that is closer to the several objectives we have specified. As has been 
pointed out, our analysis has been based on what we believe to be a con- 
servative evaluation of tne revenue yield of the proposed tax system. At 


a later date, these distortions might be removed. 


We have not included among the distortions the large amounts of income 
"exempted" from tax ($1,000 for individuals and $2,100 for families) under 
the zero brackets specified in our recommended rate schedule. These exemp= 
tions reflect considerations that cannot be overcome by the foreseeable 
growth in revenue, namely, the lack of progressiveness of federal, provincial 
and municipal sales and property taxes, which are not integrated with the 
income tax. However, if the weight of sales or property taxes was reduced, 


it would be appropriate to narrow the zero rate brackets. 


The rate schedules we recommend are as consistent as seems possible 
with current revenue needs, with our objectives and with our other recon- 
mendations. Nevertheless, as we have emphasized before, the construction 
of rate schedules involves a number of assumptions which are entirely a 
matter of judgment. Throughout our analysis of the various component factors 
affecting the determination of the rate schedules, we have attempted to 
isolate the elements of the problem that involved judgment. We hope that 
in our decisions we have reflected the judgments most Canadians would make, 
We also hope that the framework of analysis presented in Chapter 7 and in 
this chapter provides an effective basis for taking into account alternative 


judgments in constructing rate schedules. 


We turn now to a more detailed examination of the rate schedules and 


credits we recommend. 
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THE RECOMMENDED RATE SCHEDULES 


We discuss the recommended rate schedules under three headings: 
(1) the rate schedule for individuals without dependants, (2) the rate 
schedule for family units and (3) the treatment of dependants. Where a 
family unit includes dependent children, we recommend the use of tax credits 
to allow for the additional non-discretionary expenses which are attributable 
to the children. We should emphasize that the income to which the rate 
schedules apply does not reflect any deduction of personal exemptions. For 
comparison, the current (1966) rate schedule is shown on this basis in 
Table 11-43. This table incorporates the old age security tax, which we 
believe should be eliminated as a separate tax, as weli as the efrect of 
the special reduction in rates for 1966. 
The Rate Schedule for Unattached 
Individuals Without Dependants 

The rate schedule we recommend for unattached individuals is shown 
in Table 11-4. Major points of similarity and of difference between this 


schedule and the current rate schedule are as follows: 


Le The rates at which income under $8,000 is subject to tax 


are virtually unchanged. 


Ce In the current rate schedule, the increase in marginal rates 
accelerates rapidly after the $8,000 level. Under the recom- 
mended rate schedule, the rate of increase of tha rates 
accelerates at a higher income level, thus reducing rates in 


the $8,000 - $20,000 range. 


36 The maximum marginal rate in the recommended schedule is 


50 per cent and is reached at an income of $100,000. 


Because the top marginal rate would be reduced from 80 per cent to 


50 per cent, those high income taxpayers who did not have their tax bases 
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TABLE 11-3 


CURRENT SCHEDULE OF INCOME TAX RATES FOR INDIVIDUALS 
AND MARRIED COUPLES WITHOUT DEPENDANTS 


Taxable Income Before Taxes Paid By Taxes Paid By 
Deducting Personal Individuals Without Married Couples 
Exemptions Dependants Without Dependants 


Tax At Bottom Marginal Tax At Bottom Marginal 
of Bracket Rate of Bracket Rate 


(dollars) (per cent) (dollars) (per cent) 


less than $1,000 none ses none - 
$ 1,000 - 1,909 none 12.8 none pues 
1,909 - 2,000 116 15 none me 
2,000 = 2,909 130 18 none 12.8 
2,909 = 3,000 294 18 116 15 
3,000 = 4,000 310 21 130 18 
4,000 = 5,000 520 19 310 21 
5,000 = 6,000 710 22 520 19 
6,000 = 7,000 930 22 710 22 
7,000 = 8,000 1.150 26 930 22 
8,000 = 9,000 1,410 26 1,150 26 
9,000 = 10,000 1,670 30 1,410 26 
10,000 = 11,000 1,970 30 1,670 30 
11,000 - 12,000 2,270 35 1,970 30 
12,000 = 13,000 2,620 35 2,270 35 
13,000 = 14,000 2,970 2,620 ls 
14,000 = 16,000 3,370 He) 2,970 
16,000 - 17,000 4 170 45 35370 4O 
17,000 - 26,000 4,620 5 4 170 5 
26,000 = 27,000 8,670 50 8,220 5 
27,000 = 41,000 9,170 50 8,670 50 
41,000 - 42,000 16,170 aie 15 ,670 50 
42,000 - 61,000 16,720 ay 16,170 cle 
61,000 - 62,000 27,170 26 ,620 55 
62,000 = 91,000 27,770 60 27,170 
91,000 = 92,000 45 ,170 65 4h 570 60 
92,000 -126,000 45,820 65 45,170 65 
126,000 -127,000 67,920 70 67,270 65 
127,000 -226,000 68,620 70 67,920 70 
226,000 -227,000 137,920 75 137 ,620 70 
227,000 -401,000 138,670 75 137,920 75 
401,000 -402,000 269,170 268 420 75 
Over -402,000 269,970 80 269,170 80 


Note: This rate schedule includes all taxes on income, including 
the separately calculated old age security tax of 4 per cent 
on the first $3,000 of taxable income. The 12.8 per cent rate 
on the first $909 of taxable income reflects the 20 per cent 
decrease up to a maximum of $20 announced in the 1966 Budget. 
Provincial taxes in excess of the federal abatement are not 
included. 
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TABLE 11-4 


RECOMMENDED SCHEDULE OF INCOME TAX RATES 
FOR AN UNATTACHED INDIVIDUAL 


Taxable Income 


Less than 


$ 


Note: 


1,000 
1,500 
2,000 
3,000 
l, ,000 
5 ,000 
6,000 
8,000 

10,000 

12 ,000 

15 ,000 

20 ,000 

25 ,000 

30 ,000 

LO ,000 

50 ,000 

60 ,000 

80 ,000 


Over 


135 


905 
725 
999 
1425 
1,955 
2,915 
3415 
D 5015 
6,765 
8,615 
12,515 
16,725 
21,115 
30 5515 
ho ,115 


No personal exemption is deducted 


26% of 


Tax Payable 


None 


income over $ 


income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 
income 


income 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


over 


1,000 
1,500 
2,000 
3,000 
4,000 
5 ,000 
6,000 
8,000 

10,000 

12 ,000 

15,000 

20 ,000 

25 ,000 

30 ,000 

40 ,000 

50 ,000 

60 ,000 


80 ,000 


100 ,000 


in computing taxable income, 
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increased as a result of our other reforms would have their taxes sub- 
stantially reduced. This would be particularly important for taxpayers 

who received large incomes primarily in the form of wages, salaries, pro- 
fessional income and business income. In the past, such people have gener- 
ally been taxed too heavily on their incomes. Relative to the comprehensive 
tax base, individuals receiving income largely from investments, bequests, or 
other sources have not been adequately taxed. By adopting our recommendations 
the latter would have their taxes substantially raised, despite the lower 
marginal rates. The disparity in the taxes borne by high income individuals 
is one of the most glaring inequities of the present tax system. The broader 


base and lower marginal rates we recommend would eliminate this inequity. 


The taxes payable by an individual at different comprehensive income 
levels under our proposed rate schedule sare shown in Table 11-5, where they 
are compared to what the individual would pay under the present rate 
schedules in Canada and in the United States. In Table 11-5 it is assumed, 
for illustrative purposes, that an individual deducts only uses the optional 
standard deduction. Additional examples are provided in Appendix I to this 
Volume and in Chapter 36. The examples given in Appendix I to this Volume 
show the effect of our recommendations on taxpayers who have wage and salary 
income exclusively and claim only the standard optional deduction. The data 
Ree ree in Chapter 36 show what the effect of our recommendations would 


have been in 1964 for all taxpayers who filed tax returns in that year. 


If the tax base was unchanged, the rate schedule we recommend for un- 
attached individuals would provide a reduction in taxes at all income levels 
over $10,000. Below the $10,000 level, taxes would be approximately the 
same as at present. Under the proposed rate schedule, Canadian taxes would 
be below United States levels for the top and bottom income classes. In 
the $6,500 - $12,000 range, Canadian taxes would be only slightly higher 


than United States taxes. 
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Because of the substantial changes in the base we recommend, these 
results must be interpreted with caution, however. As shown in Appendix I 
to this Volume, most unattached individuals who depended exclusively on 
employment income would have tax reductions even if their incomes were less 
than $10,000. Similarly, as shown in Appendix M to Volume 4, unattached 
individuals at the lower end of the income scale who held investments in 
corporate equities and relied exclusively on corporate source income would 


have large tax reductions. 


TABLE 11-5 
INCOME TAXES PAYABLE BY AN UNATTACHED INDIVIDUAL UNDER THE 


CURRENT RATE SCHEDULES IN CANADA AND THE UNITED STATES AND 
UNDER THE RECOMMENDED RATE SCHEDULE 


Income Taxes Payable 


Canada United States Recommended 


Income (1966 Rates) (1966 Rates) Rates 
$ 1,500 : tage! $ 90 $ 54 
2,500 202 267 211 
3,900 394 459 292 

5 ,000 691 727 714 
6,500 1,018 1,033 1,063 
8,000 1,334 1,366 1,423 
10 ,000 1,940 1,349 1,942 
12,000 2,585 tL wae: 2,501 
15,000 3,730 3,488 3,400 
25,000 Syi75 7,977 6,747 
40 ,O00 15,620 16, 300 12,495 
70 ,000 32,510 3h B40 25,692 
100 ,000 50 ,955 55,298 40 ,090 


Note: United States taxes include state and local income taxes of an 
average state; Canadian taxes include the provincial tax abate- 
ment but not provincial taxes in excess of the abatement, and the 
Old age security tax. In all cases, it is assumed that the tax- 
payer claims only standard deductions. Under our recommendations, 
the standard deduction of $50 proposed in Chapter 12 is used. 
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The Rate Schedule for Family Units 


The rate schedule we recommend for family units is shown in Table 11-6. 
This rate schedule indicates the taxes which would be payable by a married 
couple without dependent children. It would also be used by a couple with 
dependent children and, as we shall explain later, tax Seen would be al- 
lowed for those children. If a family unit consisted of Only one parent and 
one or more dependent children, this schedule would be used and no tax credit. 
would be allowed for the first child but only for subsequent ones. Where a 
family unit consisted of a surviving spouse and no dependent children, this 


schedule would not be used, but rather the individual rate schedule. 


As can be seen most clearly by referring back to Table 11-4, the princi- 
pal differences between the recommended rate schedule for a family tax unit 


and the recommended rate schedule for an individual are as follows: 


ke The entire schedule is lowered for income below $h0 ,000, and the 
amount of income exempted from tax through the adoption of a zero 


rate bracket is increased from $1,000 to $2,100. 


ree The amount of income subject to tax at marginal rates below 20 per 
cent is increased (i.e., from $3,000 to $6,000). To compensate, 
marginal rates for families are increased more rapidly than for un- 
attached individuals at incomes above $15,000 until the $40 ,000 level 


is reached. 


The effect of these differences upon the relationship between taxes 
paid by a single individual and by a married couple with the same income is 
shown in Table 11-7, which also provides comparative data for the current 
United States and Canadian tax rates. The present Canadian tax law provides 
only an additional $1,000 exemption for a married couple. Consequently, the 
current reduction in tax for a married couple below that of a single indi- 
vidual diminishes quickly as income rises. The United States federal income 


tax allows income splitting by a married couple, and so provides substantially 
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greater reductions in middle income brackets 155 It is difficult to justify 
the favoured position of middle and high income married taxpayers as against 

that of lower income taxpayers under the United States schedule. One would 
expect the additional non-discretionary expenses associated with support of 


a wife to be a steadily decreasing proportion of income. The recommended 


rate schedule has been constructed to achieve this result 16/. 


TABLE 11-6 


RECOMMENDED SCHEDULE OF INCOME TAX RATES 
FOR A FAMILY UNIT 


Taxable Income Tax Payable 
Less than So" 700 None 
$2 , 100 - 3,000 13% of income over $ 2,100 
3,000 - 4. ,000 $ 117 + 16% of income over 3,000 
4 ,000 - 5 ,000 277 + 18% of income over 4. ,000 
5 ,000 - 6 ,000 457 + 19% of income over 5 ,000 
6,000 - 8,000 647 + 20% of income over 6,000 
8,000 - 10 ,000 1,047 + 21% of income over 8,000 
10 ,000 - 12,000 1,467 + 22% of income over 10 ,000 
12,000 - 15,000 1,907 + 24% of income over 12,000 
15,000 = 20 , 000 2,627 + 27% of income over 15,000 
20 ,000 - 25 ,000 3,917 + 31% of income over 20 ,000 
25,000 - 30 ,000 5,527 + 35% of income over 25,000 
30 ,000 a 1.0 ,000 7,277 + 38% of op ee 20 ,000 
40 ,000 - 50 ,000 11,077 + 42% of income over 40 ,000 
50 ,000 - 60 ,000 15,277 + 44% of income over 50 ,000 
60 ,000 - 80 ,000 19,677 + 46% of income over 60 ,000 
80 ,000 - 100 ,000 28,877 + 49% of income over 80 ,000 
Over $100 ,000 38,677 + 50% of income over 100,000 
Note: No personal exemption is deducted in computing taxable income. 
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TABLE 11-7 


PERCENTAGE REDUCTIONS IN TAXES FOR A 
MAN WHO MARRIES A WOMAN WITH NO INCOME UNDER THE 
CURRENT RATE SCHEDULES IN CANADA AND THE UNITED STATES 
AND UNDER THE RECOMMENDED RATE SCHEDULE 


Percentage Reductions In Taxes 


Under Under Under 

1966 1966 the 

Canadian United States Recommended 

Income Rates Rates Rates 
$ 1,500 100.0 96.7 100.0 
2,500 Th.2 belo 76.4 
3,500 48.7 31.4 Sieh 

5 ,000 ONT 23.4 BO 
6,500 21.6 21.4 20.5 
8,000 ees 20.5 27.0 
10 ,000 15.3 21.6 25.0 
12,000 13.3 o2.0 4.2 
15,000 IOL7 25,1. 23,1 
25 ,000 oo 30.8 18.3 
40 ,000 Ten 29.3 5 
70 ,000 Lo 22.0 nite 
100 ,000 175 19.0 3.6 
200 ,000 0.6 11.8 1.6 


Note: The figures shown are the percentage differences between taxes paid 
by a married couple without children and taxes paid on the same 
income by a single individual, using taxes of the single individual 
as the base of the comparison. In all cases, it is assumed that 
optional standard deductions are claimed. United States taxes 
include average state and local income taxes; Canadian taxes in- 
clude the provincial tax abatement but not provincial taxes in 
excess of the abatement, and the old age security tax. In all 
cases in the United States, it is assumed that a joint return 
is filed. 
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As Table 11-7 indicates, the reduction in taxes of a married couple 
over those of a single individual with the same income would be larger 
under our recommendations than under either current Canadian or United States 


provisions for incomes below $12,000. 


This reduction is not sufficient to reduce a married couple's taxes 
significantly below the total taxes of two single individuals each with half 
the income of the married couple, except at incomes of $3,000 or below. The 
relationship between taxes paid by a married couple and by two single in- 
dividuals combined under the proposed rates is shown in Table 11-8, along 
with comparative data for the United States. As can be seen from the table, 
we have established the relationship between the rate schedules applicable 
to single and married persons to reflect our belief that the principle "two 
cannot live as cheaply as one, but can still live more cheaply than two 
people living apart" applies primarily to married couples with combined 
incomes in excess of $5,000. For married couples with low incomes, it is 
likely that the expenses of establishing a household more than outweigh 
other costs saved by living together. Because non-discretionary expenses 
upon marriage are relatively higher for taxpayers with low incomes, we 


recommend tax rates that reflect these higher expenses. 


Because of the extent to which the family rate schedule has been 
lowered to reduce the tax liabilities of middle income taxpayers, the princi- 
ple of increasingly "cheaper togetherness" for incomes above $5,000 is not 


entirely satisfied for incomes between $6,500 and $25,000. 


The primary differences between the schedule presented in Table 11-6 


and the 1966 Canadian rate schedule for married couples are as follows: 


Le The amount of income not subject to tax (i.e., taxed at a zero 
rate) is increased in the proposed rate schedule by $100 and 
the rates at which income is taxed are considerably reduced. - 


As a result, a married taxpayer with taxable income of $5,000 
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TABLE 11-8 


PERCENTAGE CHANGES IN TAXES UPON MARRIAGE FOR 
MEN AND WOMEN WITH EQUAL INCOMES UNDER THE CURRENT 
RATE SCHEDULES IN CANADA AND THE UNITED STATES AND 
UNDER THE RECOMMENDED RATE SCHEDULE 


Percentage Changes in Taxes 


Under 1966 Under 1966 Under 
Combined Income Canadian United States Recommended 

of Husband and Wife Rates Rates Rates 
$ 1,500 O @) O 

2, 300 -100 O -27.3 

2,400 - 50 ©) -18.2 

2,500 ) fe) “15.3 

3,000 0) ) = 259 

3,500 ) 0) 1.0 

5 5000 6) 0) 309 

6,500 ) ) pee 

8,000 6) ) Det 

10 ,000 fe) 0) Lie 

12,000 fe) 0 -0.2 

15,000 O 6) -0.1 

25,000 @) fe) Det 

40 ,000 0 0 10.4 

70 ,000 0 ©) 14.9 

100 , O00 O @) Lae 

200 , O00 fe) ) 10.5 


Note: The figures shown are the percentage differences between taxes 
paid by a married couple without children and taxes paid by two 
Single individuals each with half the income of the married 
couple. The income referred to is that of the married couple, 
and the taxes of the two single individuals are the standard of 
comparison. In all cases, it is assumed that optional standard 
deductions are claimed. United States taxes include average 
state and local income taxes; Canadian taxes include the pro- 
vincial tax abatement but not provincial taxes in excess of the 
abatement, and the old age security tax. In all cases in the 
United States, it is assumed that a joint return is filed, 
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before deducting personal exemptions would have his taxes 


reduced by $51, or by more than 10 per cent. 


es The reduction in marginal rates is relatively the greatest 


in the middle income brackets. 


a5 The maximum marginal rate of 50 per cent is attained with an 


income of $100,000. 


A comparison of taxes paid by a married couple without dependants 
under our recommendations with what they now pay in Canada and the United 


States is presented in Table 11-9. 


As the data in the table indicate, taxes would be reduced substantially 
below 1966 rates for a middle income married couple: by $61 at an income 


of $6,500; by $188 at an income of $10,000; and by $715 at an income of 


$15,000. These reductions, of course, would apply only to taxpayers whose 


taxable income was unchanged by our recommendations. For such taxpayers 
these tax cuts would be large enough to virtually eliminate the United 


States-Canadian differential for married couples 17/. 
Treatment of Dependants 


As has been previously mentioned, we recommend the use of tax credits 
rather than separate rate schedules to allow for the non-discretionary ex- 
penses associated with dependent children. It might seem preferable to 
establish a separate rate schedule for each different family type that had 
different responsibilities and, therefore, different amounts of non- 
discretionary expenses. However, there are many differences between family 
responsibilities, such as the difference between families with dependent 
children and families with other dependants, the difference between either 
of these families and a tax unit supporting a student at a university or 
post-secondary vocational school, and the differences between otherwise 


similar families with school-age children where the wife is or is not working. 
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TABIE 11-9 


INCOME TAXES PAYABLE BY A MARRIED 
COUPLE WITHOUT DEPENDENT CHILDREN UNDER THE 
CURRENT RATE SCHEDULES IN CANADA AND THE UNITED STATES 
AND UNDER THE RECOMMENDED RATE SCHEDULE 


Income Taxes Payable 


Canada United States Recommended 


Income (1966 Rates) (1966 Rates) Rates 


$ 1,500 $ - tie 2 urhen 
2,500 51 178 46 
3,500 202 314 189 

5 5000 499 557 LLS 
6,500 798 812 737 
8,000 1,128 1,086 1,037 
10 ,000 1,644 1,449 1,456 
12,000 2, 2ho 1,899 1,896 
15,000 35920 2,614 2,615 
25 ,000 y{25 29223 Dy oL1 
40 ,000 155120 11,538 11,058 
70 ,000 41,910 2THIBG ok 254 
100 ,000 50,305 4 772 38,652 


Note: United States taxes include state and local income taxes of an aver-~- 
- age state; Canadian taxes include the provincial tax abatement but 

not provincial taxes in excess of the abatement, and the old age 
security tax. In all cases, it is assumed that the taxpayer claims 
only standard deductions. Under our recommendations, the standard 
deduction of $50 proposed in Chapter 12 is used. It is assumed in 
all cases in the United States that an election is made to file a 
joint return. 


Because of the many conbinations of these differences, it is not adminis- 
tratively feasible to provide for them by establishing a separate rate 
schedule for each situation. Consequently, we must allow for these dif- 


ferences either by deductions from income or by tax credits 18/. 
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Under the present system, deductions are allowed under section 26 of 
the Income Tax Act in computing taxable income. The deduction for a child 
who is qualified for family allowances is $300 while the deduction for a 
dependent child not so qualified is $550. These deductions are frequently 
referred to as "personal exemptions". In addition, under the existing 
system, family allowances of $72 or $96 a year per child are exempt from 
tax. In this part of the chapter, the personal exemptions allowed for 
children qualified for family allowances and the exemption of family allow- 
ances, assumed to be $72 per child, are together referred to as the present 


exemptions. 


The difference between tax credits and exemptions is simple. A tax 
credit involves a reduction in taxes of a given amount, while an exemption 
grants a reduction in taxable income. The latter results in a tax reduction 
that increases with income. Because an exemption excludes from tax the last 
dollars of income received by a taxpayer, the value of an exemption depends 
upon the marginal rate applicable to the taxpayer. A tax credit, on the 
other hand, in effect exempts a given amount of the first dollars of a tax- 
payer's income. A tax credit thus affects all taxpayers in the same amount, 
while an exemption provides an allowance which increases in value as income 
increases 19/. To put this in other terms, the revenue loss resulting from 
the use of exemptions is higher than from the use of credits, where credits 


and deductions achieve the same result for low income families. 


We believe that the primary purpose of the additional allowances for 
dependants, working wives, educational support, and so forth is to reduce 
the tax burden on low income families whose ability to pay is most heavily 
affected by the additional non-discretionary expenses resulting from each 
of these circumstances. We therefore regard the use of tax credits as a 
more efficient means of achieving this objective. Accordingly, we have 
recommended the adoption of tax credits in place of exemptions to reflect 


the effect of family responsibilities upon ability to pay, and have used 
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the tax revenue gained from this substitution both to increase the effective 
allowances to low income families and to reduce marginal tax rates below 


what they would otherwise be, 


As we explained previously in connection with the family rate schedule, 
a married couple with dependent children would calculate eis tax liabilities 
under that schedule and would then deduct the tax credits allowed for their 
children. However, if a family unit consisted of Only one parent and one or 
more dependent children, the same schedule would be used but no credit would 
be allowed for the first child. In this situation, credits would be allowed 
only for the second and subsequent dependent children. In the discussion 
which follows, it should be considered that where there is only one parent, 
the first child is disregarded, in effect replacing the other parent for tax 
purposes, and the second child would be regarded as the first child in deter- 


mining the available credits. 


We recommend the following credits: for the first child, $100; and 
for each additional child, $60. These credits would result in an average 
credit per child which decreased as the number of children increased. The 


average credit per child would be as follows: 


One child $100 
Two children SO 
Three children 73 
Four children 70 
Five children 68 
Eight children 65 


These credits have been determined so as to make them worth more than the 
existing exemptions to a family with median income, all of whose children 
are qualified for family allowances. We acknowledge that they are low in 
relation to the non-discretionary expenses of raising children. However , 
to adopt larger credits would reduce revenues and necessitate higher marginal 


rates with their unfavourable effects on incentives. 
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The effect of the $100 tax credit for the first child in a family 
upon the taxes paid by the family is shown in Table 11-10. As can be seen 
from the data given in this table, the use of the tax credit results in a 
greater decrease in taxes for low income families than is provided by either 
the present Canadian or United States exemptions. However, the percentage 
decrease in taxes falls off much faster under the proposed tax credit than 


it does under either of the current exemptions. 


TABLE 11-10 


PERCENTAGE DECREASES IN TAXES FOR FAMILIES UPON THE 
BIRTH OF THE FIRST CHILD UNDER CURRENT RATE 
SCHEDULES IN CANADA AND THE UNITED STATES AND UNDER THE 
RECOMMENDED RATE SCHEDULE 


Percentage Decreases In Taxes 


Under 1966 Under 1966 Under 
Combined Income of Canadian United States Recommended 
Husband and Wife Rates Rates Rates 
S > 500 - - - 
2,500 TH.5 81.9 100.0 
3,500 26.7 48.2 50.8 
5,000 12.6 19.8 21.9 
6,500 Pc Loe 13.4 
8,000 569 11.4 9.6 
10 ,000 WoT 8.5 6.8: 
12,000 4.0 pen 5.2 
15,000 566 6.1 5aG 
25,000 at St6 806 
40 ,000 1.0 2.4 0.9 
70 ,000 0.6 U2 0.4 
100 ,000 0.4 0.8 O43 


Note: Family allowances are not taken into account in this table. 
The effect of including family allowances can be seen from 
the comparison of exemptions and credits in Tables 11-12 and 
11-13. 
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A comparison of Canadian, United States and the proposed taxes for 
a family with a dependent child is provided in Table ll-11, The table 
shows that taxes are, in all cases, substantially reduced from their present 
levels. At an income of $5,000, they are reduced by $75; and at an income 
of $10,000, by $238. However, because the United States allows a deduction 
of $600 for each dependent child, they are not reduced sufficiently to wipe 
out all differences between Canadian and United States taxes. Canadian 
taxes would still be higher for incomes between $6,500 and $40,000, At an 
income of $15,000, for instance, Canadian taxes would still be $182 higher 
than United States taxes. This gap would be partially offset by family 


allowances. 


The credits that we propose for dependants are equivalent to a liber- 
alization of exemptions for lower income families and a tightening for 
upper income families, For families with income under a certain level, 
the proposed system of credits would reduce taxes from what they would be 
with current personal exemptions. For families with higher income, the 
effect would be the reverse. The “break-even” level for families in each 
income group would depend on the number of children in the family. This 


is shown in Table 11-12. 


A more precise indication of the effect of substituting tax credits 
for personal exemptions is provided by Table 11-13, This shows the personal 
exemptions required to yield the same tax as the set of tax credits we 
propose with the proposed rate schedule. As can be seen by comparing the 
figures in Table 11-13 with the current personal exemptions listed in Table 
li-12, the use of tax credits results in a substantial reduction of taxes 
for low income families, Indeed, the proposed rate schedule and tax credit 
system would remove the obligation to pay income taxes from many low income 


families with children. 
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TABLE 11-11 


INCOME TAXES PAYABLE BY A FAMILY WITH ONE CHILD 
UNDER CURRENT RATE SCHEDULES IN CANADA AND THE 
UNITED STATES AND UNDER THE RECOMMENDED 
RATE SCHEDULE 


Income Taxes Payable 


Taxable Canada United States Recommended 
Income _ (1966 Rates) (1966 Rates) Rates 
$ 1,500 ORS ooh amiga 
2,500 AB, 28 ie 
3 500 148 babe! 148, 101 
5,000 436 hoe 361 
6,500 732 629 651 
8,000 1062 886 992 
10 ,000 1,566 1,228 1,372 
12,000 2,150 1,644 ole 
15,000 3,210 2,310 2,533 
25,000 7,590 5 084 5 435 
40 ,000 14,970 10 ,880 10 ,986 
70 ,000 31,7 26,180 24,187 
100 ,000 50,110 43 500 38 , 588 


Note: As in Table 11-5, it is assumed that all taxpayers claim only 
the optional standard deduction. Family allowances are not 
included in taxable income shown on the stub of the table but 
are added to taxable income to arrive at the figures reported 
as taxes payable under the recommended rate schedule. United 
States taxes include average state and local income taxes; 
Canadian taxes include the provincial tax abatement but not 
provincial taxes in excess of the abatement, and the old age 
security tax. 
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TABLE 11-12 


INCOME AT WHICH THE PROPOSED TAX 
CREDITS FOR ADDITIONAL DEPENDENT CHILDREN 
RESULT IN THE SAME AMOUNT 
OF TAX AS PRESENT EXEMPTIONS 


Total Exemptions for 


Children Under Income at Which 
Present Law, Credits and the 
Number of Including Exempt Income Present Exemptions 
Children From Family Proposed Both Yield the 
in Family Allowances Credits Same Tax 
1 $ 372 $100 $15 , 360 
3 1,186 220 6,786 
5 1,860 340 5,744 
8 2,976 520 5 885 


Note: Family allowances of $72 a year are assumed to be payable in 
respect of each child, and accordingly, under the current law, 
a $300 exemption for each child would be available, Taxes are 
computed using the proposed family rate schedule, 


Many low income taxpayers are, we believe, now being unfairly taxed. 
Under the present system of exemptions as applied under the proposed rate 
schedule, the dependent exemption of $600 now allowed for a family with 
two children, plus the exemption of family allowances, would be worth $162 
to a family with an income of $12,000. They would be worth only $98 to 
a family with an income of $3,000. Only if it is assumed that the re- 
sponsibilities of raising children are less onerous for low income families 


than for higher income families can such a disparity be justified. 


Taxable 


Income 


$ 2,500 
3,500 
5 ,000 
6,500 
8,000 

10 ,000 
12 ,000 
15,000 
25 ,000 
40 ,000 
70 ,000 


100 ,000 
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TABLE 11-13 


THE MAGNITUDE OF EXEMPTIONS EQUIVALENT 
TO RECOMMENDED CREDITS FOR CHILDREN 


Number of Children in Family 
i é m 2 8 
$ oo $ hoo* $ hoox $ hoox $ hoox 


654 ¥,115 1,400* 1,400* 1,400* 
556 889 1,250 2,000 2,900* 
500 816 1,132 1,778 2,812 
500 800 1,100 1,700 2,632 
476 762 1,048 1,619 2,500 
yoy 727 1,000 1,545 2,301 
417 667 917 a yg 2,167 
423 516 710 1,097 1,677 
263 hol 519 895 1 oo 
217 348 478 739 1,130 
204 327 4g 694 1,061 


Note: An asterisk indicates that the recommended credit is more than 
sufficient to eliminate the tax liability. The figure shown in 
such cases is the total amount of income which would have been 
taxed were it not for the tax credit. 
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A comparison of Canadian, United States and the proposed rates for a 
family with two dependent children is shown in Table 11-14. As noted before, 
& majority of United States families, and substantially more than a majority 
of families with children, claim itemized deductions. The comparisons in 
Table 11-14 are based upon average deductions claimed by United States tax- 


payers who itemize 20/. 


As can be seen from Table 11-14, adoption of the recommended rate schedule 
and credits would result in a substantial reduction of taxes for all taxpayers. 
Tax reductions would be on the order of $60 to $85 for incomes between $5,000 
and $8,000 and from $130 to $500 for incomes between $10,000 and $15,000. For 
incomes over $6,000, Canadian taxes would be higher than those of the United 
States. For a family earning $25,000, for instance, taxes under our recommen- 
dations would be $616 higher than in the United States. Removal of this 


higher tax should be an objective of any future tax reductions. 


ADDITIONAL CONSIDERATIONS 


Additional considerations affecting the rate schedules arise because 
of three factors: 
i The aggregation of incomes of members of a family resulting from 
adopting the family as the tax unit. 
2. An allowance for the additional non-discretionary expenditures of 


a family with dependent children in which both spouses are working. 


oe Flexibility in the rate schedules to allow for tax rates to be 


changed for countercyclical fiscal policy. 
Multiple Income Recipients 


Aggregation of incomes of members of a family results in higher taxes 
being paid by that family, provided that the same rate schedule is applicable 
to the amounts being taxed in each way. Suppose for instance that a 
husband and wife each had a comprehensive tax base of $5,000 including family 
allowances,and that each, as an individual taxpayer, could claim support of a 


dependent child, Both could then file as married persons under the current law. 
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TABLE 11-14 


INCOME TAXES PAYABLE BY A FAMILY WITH TWO CHILDREN 


FILING AVERAGE ITEMIZED DEDUCTIONS UNDER 
CURRENT RATE SCHEDULES IN CANADA AND THE UNITED STATES 
AND UNDER THE RECOMMENDED RATE SCHEDULE 


Income Taxes Payable 


Canada United States Recommended 

Income (1966 Rates) (1966 Rates) Rates 
$ 1,500 py Pore pres 2 dalla 
2,500 - 23 2 
3,500 67 / 76 1 

5 ,000 29h 348 235 
6,500 586 478 505 
8,000 865 715 | 719 
10 ,000 1,316 1,065 1,185 
12,000 1,827 1,409 1,586 
15,000 2,744 1,996 2,251 
25,000 6,758 4,284 4,900 
40 ,000 134,666 8,886 10 ,056 
70 ,000 29 , 362 eWay, 22,460 
100 ,000 463571 By 145 36,018 


Note: Itemized deductions under the current Canadian and United States 
tax laws are the average deductions shown in Appendix H to this 
Volume. Itemized deductions under our recommendations are assumed 
to be the same as the average deductions under current Canadian 
tax law. United States taxes include average state and local income 
taxes. Canadian taxes include the provincial tax abatement but not 
provincial taxes in excess of the abatement, and the old age security 
tax. 
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If they were allowed to file separately, using the family rate, their taxes 
under the proposed rate schedule, if they took a standard deduction, would 
amount to $448 each, or $896 taken together. With incomes aggregated, the 
couple would file as a family with two children and their taxes would be 


increased to $1,296. 


Aggregation, while equitable, may increase taxes over what they would 


otherwise be. It thus raises two potential problems: 


le An enforcement problem which would arise from the advantage for 


families that were able to avoid aggregating. 


25 An incentive problem, which would arise from the effect of higher 


marginal rates upon the after-tax compensation received by working 


wives 21/. 


To deal with the first problem, we have proposed in Chapter 10 that 
the taxes of husbands and wives filing separately be calculated in a manner 
that would ensure that their taxes would generally be higher, and never 
lower, than if they filed a joint family return. We recommend that all 
standard deductions and limitations on itemized deductions claimed by each 
taxpayer be reduced by one half for spouses filing separately, and that 
each spouse then calculate his or her tax liability by doubling taxable 
income and applying to that figure the rate schedule for family units, 


and then reduce the resultant tax liability by one half, 


The second problem has been taken into consideration in setting the 
relationship between the individual and family rate schedules and by the 


tax credits for working mothers that we shall recommend, 


Because the family rate schedule that we recommend involves a reason- 
ably large reduction at most income levels from the rate for single individu- 
als, the tax increase that would result from aggregation if there were no 


change in the applicable rate is, in most cases, more than offset by moving 
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to the lower schedule. For instance, if a husband and wife with no children 
had incomes of $8,000 and $2,000 respectively, their taxes under the proposed 
rate schedule for single individuals would be $1,435 and $135 respectively, 
or $1,570 in total, ignoring standard deductions. If they filed as an 


aggregated family unit, their taxes would be reduced to $1,467. 


A summary of the effect of aggregating the incomes of two taxpayers 
filing separate returns is shown in Table 11-15 for different total family 
incomes and three different percentages of income accounted for by the wife. 
This table essentially shows the amounts of "marriage tax" or "marriage tax 
saving" which would result under our epoded rate schedules when two tax- 
payers receiving income married and both continued to receive the same income, 


As can be seen from the table, there would be either a tax saving or very 


little additional tax for families with incomes of $15,000 or less. 


The effects of aggregation on incentives are most clearly seen by 
examining the effective tax rates applicable to income earned by the wife. 
These rates are presented for different combinations of husbands’ and wives’ 
incomes in Table 11-16, where they are compared with the effective rates of 
tax now being paid by a working wife. As can be seen from the table, these 
effective rates are very much dependent upon the husband's income. This 
is also the case under the present tax law, simply because the $1,000 ex= 
emption which the husband gives up through his wife's working is worth 
more if the husband's income is higher, Beta the loss to the husband 
is complete once a wife earns more than $1,250, the effect of the partial 
aggregation existing in the present system diminishes as the wife's 


income increases. 


Because aggregation is complete under the proposed tax system, rather 
than partial as it is under the existing system, the effect of aggregation 
by itself is more pronounced, Nevertheless, because marginal rates under 
the rate schedule for married couples are so much lower than at present, 


the effective tax rates applicable to a wife's income are not increased 
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TABLE 11-15 


CHANGE IN TAX RESULTING FROM THE 
AGGREGATION OF INCOME OF HUSBANDS 
AND WIVES WHO WOULD OTHERWISE 
BE TAXED AS SINGLE 


Additional Tax 
Serecieenntcantementetieatataininanig ey OL Mckee te sl yi a leak el) lel 6) 


Total Taxable 20 Per Cent 35 Per Cent 50 Per Cent 
Income of of Income of Income of Income 


Husband and Wife Received By Wife Received By Wife Received By Wife 


$ 1,500 $ -2h Shh ae 
2,500 - 83 -27 -8 
3500 - 7h -12 2 

5 ,000 -h8 4 17 
6,500 - 60 11 37 
8,000 -79 5 7 
10 ,000 -103 -13 17 
12,000 = 147 -29 -3 
15,000 -193 -h6 Bs 
25,000 - 21% 82 197 
40 ,000 Oh7 827 1,047 
70 ,000 1,807 2,862 3,147 
100 ,000 3,347 4,697 5, 2h7 


Note: Minus figures indicate a tax saving on marriage. Positive 
figures indicate a "marriage tax". Standard deductions are 
not taken into account. 
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materially except when the combined income of husband and wife is sub- 
stantial. We would consequently expect that there would be little dis- 
incentive effect on working wives' participation in the labour market as 


a resuit of aggregating family incomes. 
Allowances for Working Mothers 


“When wives work, some additional family housekeeping expenses may 
result, but it is unlikely that a significant portion of such added expenses 


is non-discretionary for a family with no children 22/, However, for a 


é 


family with children, additional non-discretionary expenses clearly arise 


when both parents work. 


As with other allowances which are not built into the rate schedule, 
it is possible to make arbitrary allowances which adjust tax payments so as 
to reflect a different ability to pay. The additional expenses associated 
with the care of children, when both husband and wife work, are highly vari- 
able. We recommend allowances that attempt to reflect these expenses. Be- 
cause they are greatest when children are below school age, the allowance 


should take into account the age of the children in the family. 


It is desirable to focus the impact of these allowances on lower income 
taxpayers whose relative ability to pay is most heavily affected by non- 
discretionary expenses, and we recommend that these allowances be made as 


tax credits. Specifically, our recommendations are as follows: 


w A tax credit of $80 should be allowed to any family unit containing 
one or more children receiving family allowances in which both 
husband and wife were engaged in employment or in carrying on a 


business for more than 120 days a year 23/. 


2. An additional tax credit of $120 should be allowed to such a family 


unit if it contained a child under the age of seven. 
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These credits are roughly equivalent to additional exemptions of 
$400 and $600 respectively for a family with an income of $7,000. They 
may also be regarded as equivalent to an assumed non-discretionary expense 
of $400 for a family with pre-school children and $160 for a family with 
school-age children but no pre-school children 24/. Their impact is, of 


course, relatively greater for families with lower incomes. 


The effect of these allowances upon the income of working mothers 
can be seen by examining Table 11-17, which presents data on the effective 
tax rates under our proposals on different incomes earned by working mothers. 
From a comparison of Table 11-17 with the current tax rates shown in 
Table 11-16, it is evident that effective tax rates would be substantially 
reduced below current rates for families with total incomes ranging as high 
as $15,000. Though the primary reason for recommending credits for working 
mothers is to reflect a changed ability to pay of the family, the credits 


would encourage female participation in the labour force. 
Future Tax Reductions 


In selecting the rate schedules, we have been unable to meet some of 
our objectives fully because of the necessity of raising sufficient revenue. 
As per capita incomes increase, the tax system we propose should yield a 
greater flow of tax revenues than would be required to meet government ex- 
penditures if these expenditures grow no faster than they have in the past. 
Quite beyond this, a substantially greater amount of revenue will be yielded 
by our rate schedule after an initial transitional period has elapsed. We 
have pointed out in Chapter 4 that the resultant revenue drag can be offset 
in a number of ways. To the extent that it is decided to offset this drag 
by reducing taxes, we strongly recommend that such reductions be designed to 
bring the tax system more into line with our objectives. This could be 


achieved to varying degrees through any of the following: 
be Reducing all marginal income tax rates in the same proportion. 


2. Reducing further the marginal income tax rates levied in 


middle income brackets. 
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TABLE 11-17 


EFFECTIVE TAX RATES ON WAGE AND SALARY INCOME 
EARNED BY A MOTHER OF SCHOOL-AGE CHILDREN 
UNDER THE RECOMMENDED RATE SCHEDULE 


Income of Wife 


of fusband = $2,500 ©0500 $5,500 $5,000 
$ 1,500 come .028 .069 104 
2,500 O47 .096 wled 142 
3,500 Wea ot - Lh0 Pei tet Riley 
5 000 Ask Alby 168 178 
6,000 eL #165 hte .186 
8,000 148 bids fie sy Ea 194 
10,000 Bi hets 181 196 207 
12,000 174 .198 208 22k 
15,000 .199 5227 239 248 
25,000 282 ~ 309 321 550 
40,000 352 379 ~391 400 
70,000 407 428 ,4ah yy 
100,000 ai) 466 476 4.83 


Note: The effective rate of tax on a wife's income is the ratio between 
the additional tax paid as a result of the wife's working and the 
additional income received by the wife. It is assumed that all 
income is from wages and salaries and that only standard deductions 
are claimed. Taxes of the family unit are reduced by the $80 credit 
for a family with both spouses working and with children under 16, 
but not by the additional $120 credit for families with both spouses 
working and with children under 7. 
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50 Reducing marginal income tax rates at the bottom and top of the 
income scale while keeping middle rates unchanged to make the 


schedules more consistent with our ability-to-pay principles. 


4, Providing additional tax credits for individuals and families 
to counter the regressiveness of sales and property taxes levied 


by all levels of government. 
Se Reducing the federal sales tax rate. 


The first two types of tax reductions would have the most favourable 
economic effect. Reducing marginal tax rates in middle and upper brackets 
would lower taxes on new investments made by Canadian residents and so would 
enhance the profitability of capital expenditures and increase the growth 
rate of the Canadian economy. In addition, both types of tax reduction 
would benefit middle income individuals and families,and so, by making 
Canadian-United States tax comparisons more favourable to Canada, would help 


retard the emigration of skilled workers and professionals. 


But neither of the first two types of tax reduction would improve 
the equity of the tax system. Indeed, if marginal middle income rates 
deviated even more from the rates consistent with ability-to-pay principles, 


the tax system would be less equitable. 


The third alternative would have almost as favourable an effect as 
the first two upon new equity investments made by Canadian residents, and 
would increase the equity of the system. By reducing marginal rates suf- 
ficiently, so that these rates would rise proportionately with percentage 
changes in income, it would be possible to make the income tax fully con- 


sistent with the ability-to-pay principles stated in Chapter 7. 


The last two alternative tax reductions would have the least favourable 


effect on economic growth, but would increase the equity of the system. 
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There is, in general, a conflict between increasing the equity of the 
tax system and making the tax system more conducive to economic growth. In 
recommending the rate schedules specified in this chapter, we have been able 
both to increase equity and increase incentives. This is possible because 


the present system is inefficient. 


In any future tax reduction, the specific types of reductions chosen 
would have to reflect a decision as to the relative importance of further 
increases in the equity of the tax system or in incentives for the encourage- 
ment of investment and effort. Other than to specify the range of alter- 
natives consistent with the objectives specified in this chapter, we do not 


make a recommendation as to which of the alternatives should be chosen. 


Short-Term Adjustments to the Rate Schedule 


We have suggested how the rate schedule could be changed as long-term 
growth in revenue permitted. In addition to such long-term changes, it 
will be necessary to raise or lower the revenue yield of the system for 
short periods of time for stabilization purposes. We recommend that this 
be done simply by multiplying the tax liability of each individual by a 
factor chosen to increase or decrease all taxpayers' tax liabilities by the 


same percentage amount. 


Our main concern in devising a rate schedule has not been to present 
an "ideal" set of rates, but rather to achieve a suitable progression within 
the rate schedules. More importance should be attached to the ranking con- 
tained in our suggested schedules than to the absolute figures or to the 
total revenue yield. With the progression of the rate schedules established, 
the total revenue could be varied by changing the level of the whole schedule. 
The most important change we recommend is not a change in rates but a change 


in progression. 
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CONCLUSIONS AND RECOMMENDATIONS 


SELECTING RATE SCHEDULES WHICH 
RESULT IN TAXATION ACCORDING 
TO ABILITY TO PAY 


1. 


Our primary objective in specifying the rate schedules we 
recommend is to make taxes paid by individuals and families 
with different incomes and with different responsibilities 
proportionate to their ability to pay. It is first necessary 
to construct a rate schedule to meet this objective before 


* 


modifying it to take account of other objectives and constraints. 


The principles governing the specification of rate schedules 
which would result in taxation according to ability to pay 
were described in Chapter 7. To construct a rate schedule in 


accordance with these principles, it is necessary to: 


a) Decide upon the upper and lower limits to the 
range over which the proportion of income available 


for discretionary use varies. 


b) Select the basic tax rate (or rate of tax on dis- 
cretionary income) that yields the desired amount of 
revenue. This will be the maximum marginal rate which 


is applicable to income above the upper limit. 


c) Select intervening tax brackets between the lower and 
upper limits that cover roughly equal percentage changes 


in income. 


ad) Select intervening tax rates that increase equally between 
zero and the maximum rate and apply these rates to the 


intervening brackets. 


36 
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It is clear from these rules that the major judgment in constructing 
a rate schedule in accordance with ability-to-pay principles is in 
deciding upon the upper and lower limits of the range of income over 
which some, but not all, of each dollar of additional income is 
available for discretionary use. Once this is done, the relation- 


ship among rates follows from our ability-to-pay principles. 


For unattached individuals, we have arbitrarily assumed an upper 
limit of $100,000 and a lower limit of $300. This gives the range 
over which marginal rates should vary if the impact of sales and 


property taxes were not to be considered, 


For family tax units we have assumed an upper limit of $100 ,000 
and a lower limit of $700. We have also assumed that, of income 
below $40,000, the proportion available for discretionary use is 
less for family units than for unattached individuals, and that 
the proportion of income in excess of $10 ,000 which is available 
for such use is the same for both family units and individuals. 

Tax credits are recommended to reflect the responsibilities of 


raising children. 


COMPARISONS OF TAXES IN CANADA 
AND THE UNITED STATES 


6. 


Te 


For a typical family that itemizes deductions and supports 
2 children, income taxes are roughly 20 per cent lower in the 


United States than in Canada on incomes over $6,000. 


Other taxes are a higher proportion of income in Canada than in 
the United States. The average rate of sales tax in Canada is 


roughly double the average rate in the United States, 


Because these differences can affect an individual's choice 
between working in Canada and working in the United States, we 


believe it is important that they be made less unfavourable to Canada. 
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OTHER CONSIDERATIONS AFFECTING THE 

SELECTION OF RATE SCHEDULES 

9. Because of the regressive incidence of taxes other than income 
taxes, the weight of income taxes should be reduced on low income 
tax units relative to what would be appropriate if these other 
taxes did not exist. Consequently, we recommend maintaining the 
present exemptions roughly at current levels through the adoption 
of zero rate brackets of $1,000 and $2,100 for individuals and 


family units respectively. 


10. To reflect the difference between Canadian and United States tax 
burdens on middle income families, taxes should be reduced for 


middle income taxpayers. 


aie To reduce the disincentive effects of high marginal rates 
which could not be avoided, the maximum marginal tax rate 


should be held down to 50 per cent. 


die Apart from the effect of eliminating inequitable concessions 
to a few industries, the weight of tax on equity investments 
owned by Canadian residents should not be increased over 


present levels. 
REVENUE REQUIREMENTS 


Loe In accordance with the instructions given to us in defining our 
terms of reference, we have specified a rate schedule which, 
when taken together with our other reforms, would raise as 


much revenue as the present tax system. 


14, It has not been possible to raise enough revenue and at the 
same time meet all of our objectives. We have consequently 


had to decide which objectives to compromise. 
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15.6 In order to make substantial reductions for middle income taxpayers, 
tax rates in middle income brackets have been reduced below the 
levels which would be implied by a 50 per cent top rate together 
with appropriate progressiveness. In spite of this, we have not 
been able to overcome completely the gap between Canadian and 


United States taxes for all middle income taxpayers. 


LO5 Tax reductions in lower income brackets result from combining the 
rate schedules having a 50 per cent top rate and based on ability- 
to-pay principles with the current levels of exemptions for 
individuals and families, in order to allow for the regressive 
incidence of property taxes and the regressive, or at least non- 


progressive, incidence of sales taxes. 
THE RECOMMENDED RATE SCHEDULES 
17. The rate schedules we recommend are shown in Table 11-18. 


18. In addition, we recommend that the following tax credits be 


allowed: 


For the first child (or the second child if there is $100 
only one parent in the family unit) 


For each additional child 60 
For a working mother with school-age children 80 
For a working mother with pre-school children 200 


19. The rate schedule for unattached individuals would result in 
modest tax increases for individuals at the bottom of the 
scale whose taxable income would not be increased by our 
other reforms. The reductions for the middle income brackets 
would eliminate most of the unfavourable differences between 


United States and Canadian income taxes for single individuals. 


Taxable Income 


Less than $ 1,000 


$ 1,000 
1,500 
2,000 
2,100 
3,000 
4,000 
5,000 
6,000 
8,000 

10,000 
12,000 
15,000 
20,000 
25,000 
30,000 
4o,000 
50,000 
60,000 
80,000 


Over 


1,500 
2,000 
2,100 
3,000 
4.000 
5,000 
6,000 
8,000 
10,000 
12,000 
15,000 
20,000 
25,000 
30, 000 
40,000 
50,000 
60,000 


80,000 


1.00 ,000 


100,000 
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TABLE 11-18 


RECOMMENDED RATE SCHEDULES 


Family Units 


Tax at 


Bottom of 
Bracket 


None 


None 


Unattached Individuals 


Marginal 
Tax Rate 
on Income 
In Bracket 


% 


Tax at 
Bottom of 
Bracket 
None 
None 
None 
None 
None 
LLY. 
rat 6 
457 
64-7 
1,047 
1,467 
1,907 
2,627 
4,977 
29927 
7,271 
LL OTe 
15,277 
19,677 
28,877 
38,677 


Marginal 

Tax Rate 

on Income 

In Bracket 
70 


ele 
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The rate schedule for family units would result in tax reductions 
at all levels of income. The reductions would be sufficient to 
make Canadian income taxes lower than United States income taxes 
at lower and higher income levels and approximately equal to 
United States income taxes at middle income levels for married 
couples without children whose taxable income was unchanged by 


our other reforms. 


When combined with the tax credits we have recommended, the family 
rate schedule would result in a substantial decrease in taxes for 
most families with dependent children. However, the reduction 
would be insufficient to reduce Canadian taxes below United States 


income taxes for most such families. 


THE EFFECT OF THE RECOMMENDED RATE SCHEDULES 
UPON THE PROGRESSIVENESS OF THE TAX SYSTEM 


Cle 


23-6 


When combined with all the other reforms we have recommended, the 
effect of the rate schedule in this chapter would be to increase 
substantially the progressiveness of the tax system. Because 
this increased progressiveness would result from a comprehensive 
definition of income, this increase in progressiveness would be 


achieved with a schedule which reduced marginal tax rates at 


most levels of income. This reduction in marginal rates should 


result in greater incentives for the expenditure of effort and 


for the profitable investment of capital. 


We recommend that in determining the method of implementing any 
future tax reductions, consideration should be given to the 
objectives which we have not been able to achieve fully because 
of the necessity to maintain present revenues. Any combination 
of the following changes would assist in the realization of 


one or more of these objectives: 


20} 


a) Reducing all marginal income tax rates proportionately. 


b) Reducing further the marginal income tax rates levied 


at middle income brackets. 


c) Reducing marginal income tax rates by varying amounts to 
make them more fully in accord with our ability-to-pay 
principles. 

d) Providing additional tax credits for individuals and 


families to counter the regressiveness of sales and 


property taxes levied at all levels of government. 


e) Reducing the federal sales tax rate. 


The first two would have the most favourable economic effect, 


while the last three would improve the equity of the system. 
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REFERENCES 


If we were concerned only with ability to pay, we would recommend that 
the ep marginal rate of tax be made equal to the rate of tax on the 
income available for discretionary purposes. This rate would be 
determined by the size of the base and revenue requirements. This 


additional objective reflects economic considerations. 


Setting the rate schedule in this way can be facilitated by using semi- 
logarithmic paper to plot the marginal tax rates against the logarithm of 
income, because equal changes in the logarithm of income are equivalent 
to equal percentage changes in income. Using semi-logarithmic 

paper, a rate schedule can be constructed in accordance with ability- 
to-pay principles by simply drawing a line between a zero rate at the 
lower income limit and a given maximum rate at the upper income limit. 

Be varying the maximum rate, and hence the slope of the line relating 
marginal rates to income, different amounts of revenue can be obtained 


from the same tax base. 


See, for instance, the First Annual Report of the Economic Council 

of Canada. As we have noted in Chapter 4, the net emigration of pro- 
fessionals and skilled workers is partially offset by a net 
immigration of such individuals from Europe and from other areas. 
However, it should be emphasized that the offset is only partial 


and that the loss is important whether or not it is offset. 


Interest costs on a conventional home mortgage have been 15 per 
cent to 20 per cent higher in Canada than in the United States 


in recent years. United States Federal Reserve Bulletin, July 1966, 


and Report of the Royal Commission on Banking and Finance, p. 281. 
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In this context, we have not concerned ourselves with tax comparisons 
with European or other countries because the opportunities for emi- 
gration are few. The direct and indirect moving costs are obviously 
much higher in the case of moving outside North America, and conse- 
quently, the labour market is, for the most part, continental rather 
than global. The relevant factors are mostly favourable to Canada as 


compared with countries other than the United States. 


Supporting data for all statements about United States taxes are 


provided in Appendix H to this Volume. 


As we point out in Chapter 8, we do not believe that mortgage interest 
and property taxes should be deductible, because the allowance of 
these items discriminates against the individual who rents his living 
accommodation. Our point here is that these deductions result in 
income taxes being lower than they would otherwise be for many 
families in the United States and so further increase the gap 
between United States and Canadian income tax burdens on middle 


income families. 


In addition, the difference is increased for families with children 


by the greater exemptions allowed for dependent children. 


Deductions were itemized on 26.5 million United States tax returns 
in 1962. Of these, 19.1 million returns were taxable joint returns 
of husbands and wives. Statistics of Income, 1962: Individual 
Income Tax Returns, Washington; Internal Revenue Service, 1965, 


Table 13. 


"Direct taxes" in this context include personal and corporate income 
taxes, taxes on gifts and bequests, and social security taxes. This 
definition is slightly broader than that used in the remainder of 
this chapter, where compulsory contributions to government Renae 


plans are included in indirect taxes. The United States figure 
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includes the effects of the March 1964 income tax reduction that cut 
personal and corporate income taxes by 16 per cent, Data are from 
Dominion Bureau of Statistics, National Accounts, 1964, Table 36, 
and O, Eckstein, "Comparison of European and U.S. Tax Structures 


and Growth Implications", in the Role of Direct and Indirect Taxes in 


the Federal Revenue System, Princeton; Princeton University Press, 
1964, p. 221, It is of interest to note that direct taxes account 
for between 51 per cent and 59 per cent of total taxes of all levels 


of government in France, Germany, Italy and the United Kingdom, 


Expenditures per capita by all levels of government are only 10 per 
cent lower in Canada than in the United States, even though GNP per 
capita is about 25 per cent lower, If defence expenditures are 
excluded per capita government expenditures are actually higher in 
Canada, Consequently, taxes mist be a higher fraction of Canadian 
GNP, In addition, the lower average incomes of Canadian taxpayers 
result in a higher proportion of taxable income being at the low 

end of the rate schedule. Less than 4 per cent of Canadian tax- 
payers had incomes in excess of $10,000 in 1964, compared to more 
than 10 per cent in the United States, Because of the lower incomes 
of Canadian taxpayers, any rate schedule with progressive rates will 
result in a smaller fraction of total income being taxed in Canada 
than in the United States, To raise the same amount per capita through 
income taxes in both countries would require higher tax rates in 


Canada. 


In setting the rates, we have limited ourselves to providing as mich 


revenue as was produced by the tax system in 1964, the most recent 
year for which detailed data are available. This is a conservative 
estimate of the amount of revenue which we believe the proposed rates 


would raise. 
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The term “corporate source income" is intended to include dividends, 


retained earnings and goodwill gains in the value of shares, 


This reduction has had the effect of making the relationship between 
the tax rates applicable to individuals and families differ slightly 
from what would be consistent with our ability-to-pay principles, 


However, the deviation is sufficiently minor to be ignored. 


The United States figures shown in Table 11-7 include state and 
local income taxes, Excluding state and local taxes makes little 
difference to these figures except at the lower levels of income: 


the reduction in taxes is then 58.0 per cent at $1,500; 17.9 per 


cent at $6,500; 30.7 per cent at $25,000; and 18.9 per cent at $100,000. 


Our comments should not be taken as overly critical of existing 
rate schedules. The interacting elements of a rate schedule, 
associated concessionary allowances and changes in the tax base make 
it difficult to construct a schedule which adequately reflects all 
the various objectives considered, We have been able to do so only 
as a result of having developed a computer programme which could, 
for any rate schedule, quickly calculate the tables presented in 
this chapter, in Chapters 35 and 36, and in Appendix I to Volume 35 
and Appendices M and N to Volume 4, Over 30 variants of the 
recommended schedule were analyzed under this programme before the 


final version was arrived at. 


It should be emphasized that the comparisons presented in Table 11-9 
are made on the assumption that taxpayers claim only the standard 
deductions, As can be seen from the data contained in Appendix H 
to this Volume the range of incomes for which Canadian taxes would 
be lower than United States taxes is decreased if comparisons are 
based on average deductions claimed by taxpayers. United States 


taxes would also be lower than those shown in the table for taxpayers 


29/ 
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having property gains, because such gains are taxable in the United 
States at preferential rates, On the other hand, the United States 
does not integrate the corporate tax with the personal tax and, 

accordingly, Canadian taxes under our proposals would be relatively 


lower for taxpayers receiving corporate distributions. 


If it were administratively feasible to have any number of rate 
schedules, the need for either credits or exemptions would disappear. 
The effects of any credit or exemption can be fully incorporated 

in a rate schedule. For instance, the rate schedule for individuals 
shown in Table 11-4 yields exactly the same taxes for all individuals 
as the combination of a $1,000 exemption and a rate schedule formed 
by deducting $1,000 from the limits of each taxable income bracket. 
Likewise, the schedule in Table 11-4 yields taxes which are identical 
to those calculated by applying a tax credit of $100 to a gross tax 
calculated from a rate schedule formed by taxing income under $1,000 
at 10 per cent and adding $100 to the taxes at each bracket shown 

in Table 11-4, One can make up a rate schedule which, when combined 
with a given tax credit, yields the same taxes as another rate schedule 
for any given tax credit, For instance, by putting a 200 per cent tax 
on the first $1,000 of income one could “give” taxpayers a $2,000 tax 
credit, The net effect would still be the same as exempting the first 
$1,000 of income, Any tax credit may thus be made the equivalent of 


any exemption, provided that the relevant rate schedule may be varied. 


The benefit received from a tax credit is, of course, the same for 

all taxpayers, provided that these taxpayers have tax liabilities 
against which to offset the credit. For non-taxpayers, the benefit 

of either an exemption or a credit is irrelevant, since they have no 
taxes which can be reduced, To equalize these benefits would require 
the use of transfer payments that would be, in effect, "negative taxes". 


Such approach should be considered in the detailed examination of the 
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transfer payments of the federal government which we have recommended 


be undertaken, 


Comparisons which incorporate the effect of changes in the tax base 


that we recommended are presented in Chapter 36, 


As has already been noted in Chapter 4, the rate of economic growth 
is substantially affected by the growth of the labour force, Re- 
moving some of the tax disincentives for working wives and mothers 
would increase female participation in the labour force and so 


increase the rate of economic growth. 


Many of these expenses are nothing more than a purchase of increased 
leisure time and freedom from iol SaSant household tasks. As we 

have previously noted in Chapter 8, in principle it would be 

desirable to tax imputed income obtained in the form of leisure, 

If this were administratively feasible, it would be appropriate 

to allow the deduction of household expenses associated with 

obtaining the imputed income, However, since it is obviously 
completely infeasible to tax imputed income, it would not be equitable 


to allow such expenses to be deducted. 


Where a wife worked for her husband or for a business in which he 
had a substantial interest, she should have the onus of establishing 
bona fide full-time employment for the rennet period, She should 
also be required to make a declaration to this effect if she claimed 
the credit, Alternatively, if this proved impossible to administer, 
it may be necessary to deny the credit where the wife worked for her 


husband or a corporation controlled by him, 


As noted in Chapter 7, a tax credit given to reflect any particular 
circumstance is equivalent to an assumption that the additional non- 
discretionary expenses resulting from that circumstance are equal to 


the tax credit divided by the rate of taxation of income available 


for discretionary use, Because our rate schedules would levy a 50 
per cent tax on what we believe to be discretionary income, the 
credits we recommend reflect an allowance for additional non- 


discretionary expenses that is twice the amount of the credit. 
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CHAPTER 12 
CONCESSIONARY ALLOWANCES 


In this chapter we discuss the treatment that should be accorded the 
specific non-discretionary expenses listed in Chapter 7 (with the exception 
of the expenses of working mothers dealt with in Chapter 11) and the con- 
cessionary allowances that should be introduced to assist in the realization 


of certain social goals. 


As explained in Chapter 7, our ability-to-pay principles require that 


tax units with specific non-discretionary expenses be granted a credit 
against their tax liabilities equal to the top marginal rate (the rate of 
tax on discretionary income) times the expense. Such a credit is equivalent 
to a reduction of the assumed discretionary income of the tax unit by the 
amount of the specific non-discretionary expense. For administrative and 


other reasons we have not been able to adhere to this rule completely. 


Concessionary allowances to encourage socially desirable activities 
must be judged primarily in terms of their effectiveness in bringing about 


the desired result with the minimum departure from ability-to-pay principles. 
MEDICAL AND RELATED EXPENSES 
Medical Expenses 


The medical expense allowance was introduced in Canada with little 
debate in 1942. In view of the heavy taxes imposed at the time, it was felt 
necessary to grant relief for "unusual" medical expenses. The Honourable 
Mr. Ilsley, then Minister of Finance, said in his Budget Address that studies 
of family expenditures on medical services had shown that the average expendi- 
ture was 4 per cent to 5 per cent of income annually and, "we desire only to 
provide exemption for those who have more than average expenditures of this 
kind" 1/. Accordingly, a "floor" of 5 per cent was set and only medical 


expenses as defined in excess of the "floor" were allowed. The "floor" was 
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subsequently lowered to 4 per cent in 1944, and to 3 per cent, the present 


figure, in 1953. 2/ 


Under the present Income Tax Act every taxpayer may, if he wishes, take 
the optional standard deduction of $100 in lieu of medical expenses and 
charitable donations. This administrative allowance and the 3 per cent "floor" 
replace what otherwise would be a very large number of small deductions for 
these items. If the taxpayer does not take the standard deduction of $100 
he may claim the actual medical expenses (in excess of the 3 per cent "floor") 
if they are itemized. 

We believe that, in the absence of universal and comprehensive medical 
and hospital insurance, a refundable tax credit equal to a substantial pro- 
portion (preferably 50 per cent-the top marginal rate) of the medical expenses 
in excess of a percentage of income would be the most equitable method of 
giving tax relief to individuals and families with heavy medical expenses. 

The "floor" would eliminate claims for small amounts and thus make the system 
administratively feasible; the large and refundable credit for medical 
expenditures in excess of the floor would substantially reduce tax liabilities 
or provide refunds, when catastrophic medical expenses were incurred. With 
refundable medical expense credits the tax system would, in effect, provide 

a form of partial medical and hospital insurance. Whether such provisions 

in the tax system would serve the desired social objectives as well as the 
present hospital insurance or the proposed medicare programme, we have not 
attempted to evaluate. Clearly, to recommend a completely new if partial 
system of medical-hospital insurance almost as an aside would be, to say 

the least, presumptuous. We have assumed that the present system of hospital 
insurance will be continued and that in the near future some form of uni- 
versal and comprehensive medicare will be provided by government, as has 

been announced. When comprehensive medicare, including drug and dental costs, 
becomes a reality, special tax provisions for medical expenses probably would 


be unnecessary. The recommendations we make should be reconsidered in the 


a hy 


light of the system of medicare actually adopted. We look upon our 


recommendations with respect to medical expenses as interim measures. 


We have not attempted to make recommendations about the appropriate 
definition of medical expenses. We can see no hope of formating a defi- 
nition that does not lead to borderline cases whose very existence would 
constitute a plausible argument for expansion of the definition. In the 
past the government has expanded the definition to remove anomalous 
situations when they arose; there seems no alternative to this ad_hoc 


procedure. 


We considered whether there should be some greater control over receipts 
for medical expenses, and in particular druggists' receipts. We concluded 
that this was basically a matter that could be left to the administration. 

Our recommendations would substantially reduce the number of receipts being 
filed. We suggest, however, that consideration be given to requiring a 
uniform type of medical receipt for tax purposes that could be readily handled 


with electronic data processing equipment. 


However, we do make recommendations about the tax treatment of medical 
insurance. The present treatment of medical insurance is, we believe, both 
inconsistent and inappropriate. By medical insurance we mean insurance that 
has as its purpose the payment of the sorts of expenses covered by the defi-~ 
nition of medical expenses in the Act. For many years the general rule has 
been that premiums or contributions for medical or hospitalization coverage 
were not deductible, but that medical expenses paid on behalf of the taxpayer 
by an insurer or through a medical or hospitalization plan were deductible. 
Thus, the latter have been treated as though they had been paid by the taxpayer 
for the purpose of computing his medical expense deduction 3/. Section 27(1)(c) 
has, in effect, been interpreted to permit the deduction of medical expenses 
paid on behalf of a taxpayer as well as "by the taxpayer or his legal 
personal representatives". However, premiums and contributions paid for 


protection against the contingency of medical expenses are not deductible, 
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even under a broad interpretation of the section. 


An exception to the general rule is stipulated in section 27(ha), 
enacted in 1959, which prohibits the taxpayer from including in his deductible 
medical expenses those paid by him or on his behalf for which he is entitled 


to be reimbursed under the following legislation: 


Le Legislation of a province which has a hospital care insurance plan 


to which the federal government makes contributions. 


Le Federal legislation authorizing a hospital care insurance plan for 


employees of Canada and their dependants. 


Justification for this provision rests on the ground that medical 
expenses paid by the federal government directly, or indirectly by means of 
subsidies to the provincial hospitalization plans, should not be deductible 
as though paid by the taxpayer or his personal representative as section 27(1)(c) 
contemplates. If the law were otherwise, the taxpayer would enjoy a double 


benefit at government expense. 


There are three situations involving what we have called medical insurance. 


The following summary contrasts these situations and their tax consequences, 


Situation Tax Treatment of Premium Tax Treatment of Benefit 

1. Employer pays Premium not included in Medical expenses paid on 
premium under employee's income. insured's behalf not in- 
group sickness, cluded in his income, but 
accident or included in computing the 
medical services medical deduction. 
plan. 

2. Taxpayer pays Premium not deductible. Medical expenses paid on 
own medical insured's behalf not in- 
insurance cluded in his income, but 
premiun,. included in computing the 


medical deduction. 


43. Employer or tax- Employer-paid premium Medical expenses paid on 
payer pays govern- included in employee's insured's behalf not 
ment hospital in- income. Taxpayer paid included in his income 
surance premiums premium not deductible. or in computing the 
or taxes.in lieu medical deduction. 


of premiums. 
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The legislative sanction for the exclusion of the premium in situation 1 
is section 5(1)(a), which excludes from taxable employee benefits the benefit 
the employee derives from his employer's contribution to a group sickness or 
accident insurance plan or medical services plan. The rationale for such 
exclusion presumably is to encourage group insurance plans to protect employees 
against illness, and to overcome the administrative difficulty of apportion- 
ing a group premium of this nature among individuals in the group because of 


age and insurability differences. 


However, there is a fundamental inequity when we compare situation 1 
with situation 2, In situation 1, not only is the employer-paid premium 
not included in the employee's income but the benefits paid on behalf of the 
employee are considered as though paid by him so that they come within the 
definition of medical expenses for deduction purposes. In situation 2, 
where the taxpayer provides his own insurance, he of course gets no de-= 
duction for his premium although the benefits paid out of the insurance 


are includible in computing the medical expense deduction. 


Situation 3 is inconsistent with situation 1 with respect to 
employer-paid premiums, and inconsistent with situations 1 and 2 with 
respect to benefits. The reason advanced for the inconsistent treatment of 
benefits has already been given. The inconsistent treatment of premiums 
Rel ceetia part because of the different methods of financing hospital in- 
surance in different provinces. Ontario, Manitoba and Saskatchewan charge 
a premium; the other provinces finance these hospital insurance plans from 
sales taxes or other tax revenues. Unless residents of the latter provinces 
were allowed to deduct a proportion of their sales taxes or other taxes paid, 
it would be unfair to allow taxpayers in the three provinces to deduct their 
premiums or to allow employers to pay premiums for employees without adding 


such premiums to the income of their employees. 


The present treatment of medical insurance is not only inconsistent; 


it gives rise to the unreasonable result that a taxpayer covered by medical 
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insurance who has a large medical expense can actually be better off in the 
year of the illness; the insurance meets the expense but the expense, in 
excess of 4 per cent of income, is deductible to the taxpayer. We have come 
to the conclusion that consistency and reasonableness can both be improved 
by reversing the present approach. Ignoring the floor for the moment, tax- 
payers should only be allowed to deduct actual out-of-pocket expenses in= 
cluding medical insurance premiums or medical service plan contributions. 
The medical expenses paid under such plans should not be deductible. Thus, 
if a taxpayer paid a medical insurance premium of $150 and also paid medical 
expenses of $2,000, for which he was reimbursed under a medical insurance 
policy or plan to the extent of $1,000, the eligible expenses would be $1,150 


not $2,000. 


As more and more taxpayers are covered by some form of medical in- 
surance policy or plan, and as the benefits under these policies or plans 
become more comprehensive, fewer and fewer taxpayers will have out-of-pocket 
medical expenses over and above their premiums or contributions. These 
premiums and contributions will be about the same for all individuals and 


for families of the same size. 


To allow the deduction of all premiums and contributions would then 
be tantamount to allowing a standard deduction to all taxpayers. This would 
not only reduce the tax base, thereby requiring higher rates, it would also 
provide a more valuable concession to those with high marginal rates than to 
those with low rates, and such a result would not meet the objectives of 
the concession. We therefore recommend that the 4% per cent floor u/ on the 
deduction of medical expenses should be retained and that the present 
standard deduction for medical expenses should be eliminated. Because the 
present standard deduction covers more than medical expenses, the current 
amount should be reduced. Because the 3 per cent floor is related to income, 
low income individuals and families would obtain some deduction from income 


with respect to medical premiums and contributions while middle and upper 
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income individuals would not. To be deductible, out-of-pocket costs other 
than premiums and contributions would have to be relatively greater for 


upper income taxpayers than for low income taxpayers. 


We recommend, however, that the present treatment of government hospital 
insurance premiums should be retained. These premiums should be added to the 
incomes of employees when paid by an employer and should not be deducted when 
paid by an individual or family. This would be necessary to achieve consisten- 


cy among taxpayers in all provinces. 


Our recommendations would substantially reduce the number of taxpayers 
presently claiming medical expense deductions in excess of the 4 per cent 
floor without creating hardships. Catastrophic medical expenses not covered 
by insurance would continue to be deducted as at present. We think it will 
be recognized by most taxpayers that lower personal tax rates are preferable 
to standard deductions and to claims for medical expenses that were not 
actually paid by the taxpayer. 

Blind or Confined to 
Bed or Wheelchair 
Section 27(1)(d) of the Income Tax Act provides for a special deduction 


from income of $500 which may be claimed by a taxpayer who: 


Le Was at_any time in the taxation year totally blind; or throughout the 
whole of the taxation year was necessarily confined to a bed or wheel- 


chair, by reason of illness, injury, or affliction; and 


Es Made no claim for medical expenses on account of remuneration for an 
attendant or care in a nursing home, by reason of his blindness, 


iliness, or affliction. 


Two points are apparent. First, the section only refers to a taxpayer 
so that the deduction is not available with respect to a dependant. Second, 


if the taxpayer is blind, he need only be blind for one day in the year to 
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qualify for the full deduction for the year. However, if the taxpayer is 
injured on the second day in the year and confined to bed for the rest of 
the year he does not qualify, because he was not "throughout the whole of the 


year, necessarily confined...." The logic escapes us. 


Further, if the person confined to a bed or a wheelchair claims a de- 
duction for actual medical expenses under section 27(1)(c)(iv) for remuneration 
for a full-time attendant, the special deduction of $500 is not available. 
Similarly, a blind person cannot claim both the special $500 deduction and 


expenses covered by section 27(1)(c)(v). 


Because a deduction of actual expenses without ceiling is permissible, 
it is difficult to understand the need for the alternative treatment provided 
under section 27(1)(d), which is used only when the actual deductible expenses 


are less than $500. 


Accordingly, it is our recommendation that section 27(1)(d) should be 


repealed. 
The Aged 


Special deductions from income are granted the aged in the Income Tax 
Act. Under section 26(1)(e), a deduction of $500 is granted to any taxpayer 
who has attained the age of 70 years. Under section 26(1)(f), a deduction 
of $500 is granted to any taxpayer who is between the ages of 65 and 70 years 
if a pension under the Old Age Security Act has not been authorized to be 
paid to him. This latter provision applies only to the 1966 to 1969 taxation 
years and was introduced to harmonize provisions of the Income Tax Act with 


respect to the aged, and the provisions of the Old Age Security Act. 


These income tax provisions are not well suited to the provision of 


relief for aged persons with low incomes. 


Le The most obvious problem is that the use of an exemption is of no 
benefit at all to those aged persons who are truly in need because 


they have little or no income. 


Co It is sometimes argued that the very fact that a taxpayer has achieved 
the age of 65 (or 70) years means that his ability to pay has been 
reduced and therefore an additional exemption is justified. The 
information we have been able to gather does not support the con- 
tention that the economic circumstances of the aged justify a blanket 
exemption from income. One study indicates that a significant pro- 
portion of elderly persons and couples are wealthy, and a dispro- 
portionately high percentage of the wealthy are old people ay As 
Another study showed that a couple over age 65 would ordinarily incur 
approximately 6 per cent less cost in maintaining a given standard 
of living than a couple between 35 and 65 years of age Se These 
studies relate to the United States but the same comparisons are 
probably generally true in Canada. We appreciate that retired 
people often have to live on less income than they had before re- 
tirement, but this fact is properly recognized by graduated personal 


tax rates. 


be There is reason to believe that the elderly are more prone than 
the average individual to unusual medical expenses, but we believe 
that our recommendations concerning medical expenses would be 


adequate to meet the needs of the elderly who had taxable income. 


The basic problem, of course, is that an exemption is a very inadequate 
basis for a good welfare scheme. The way to help the most underprivileged 
is by positive assistance, not by income tax concessions that fail 
to discriminate between the needy and the affluent, that give no benefit 
where it is needed, but do give a benefit where it is not needed. We hope 
that a thorough review of Canadian welfare legislation will be undertaken. 
Until such a study is instituted, we recommend that section 26(1)(f) of the 
Income Tax Act should be retained, but that section 26(1)(e) should be 


repealed, 


CHARITABLE DONATIONS 


If equity were the only consideration, we would propose a system of tax 
credits for charitable donations. For example, under such a system a taxpayer 
who made charitable donations of $1,000 or more might receive a tax credit of 
$200. Taxpayers who donated less than $1,000 might receive a credit that was 
the same proportion of $200 that the actual donation bore to $1,000. ‘The tax 
concession would thus be related only to the size of the donation and would 
not also depend upon the income of the taxpayer. The credit approach would, 
however, tend to stifle charitable giving by upper income individuals and 
families. Because we believe that private philanthropy performs a worthwhile 
social purpose 7/ we recommend that the fundamental feature of the present 


system, the deduction of charitable donations from income, should be continued. 


Our recommendations as to the tax treatment of charitable organizations 
are set out in Chapter 20. We suggest there that their present tax-exempt 
status should continue, with exceptions for certain business and investment 


income. 


The major practical problem relating to charitable donations is to 
ensure that the receipts issued by a charitable body are matched by actual 
contributions to it. A greater measure of control could be achieved if the 


following requirements were introduced: 


aa Receipts should be in triplicate using forms supplied by the tax 
authorities, one copy to be given to the donor, one to the tax 


authorities, and oné¢ to be retained by the charity itself. 


Ze The charitable bodies should be required to maintain complete records 
of individual and total contributions received during the year, and to 


make such records available for inspection by the tax authorities. 


as The charitable bodies should be required to file annual returns of 


their gross receipts 8/. 
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It has been suggested that electronic data processing could be utilized 
to monitor charitable deductions. We agree that this could be done, but we 
are not certain that at the present time the expense of setting up a pro- 


gramme for this purpose would be justified, 


The law to date, with two exceptions, requires that for os 
donations to be deductible the recipient charitable organization, trust, 
corporation, etc., must be in Canada 9/. By way of exception, a person 
resident in Canada whose chief source of income for the year is from an 
employment or business to which he commuted in the United States, may deduct 
his contributions to United States charitable organizations recognized as 
such under the United States Internal Revenue Code in the same manner as if 
he had contributed to a Canadian recognized charitable organization. Similarly, 
a Canadian taxpayer may claim a deduction not exceeding 10 per cent of his in- 
come from United States sources and taxable in Canada, for contributions to 
charitable organizations created under the laws of the United States as if 
the organizations were Canadian charitable organizations 10/. Thus, in these 
two exceptions the emphasis is on permitting charitable donations to organ- 
izations created in the United States out of income earned in the United 
States, presumably on the theory that some responsibility for good works 


lies in the jurisdiction whence the income flows. 


We make recommendations in Chapter 20 that charitable bodies operating 
outside of Canada should be recognized and that deductions of contributions 
to a recognized charitable body should be permitted, whether or not the 


body operates in Canada. 


At the present time the maximum charitable deduction is 10 per cent of 
the income of the taxpayer for the year with a one-year carry-over for amounts 
in excess of 10 per cent. We admire those who habitually make charitable 
donations in excess of 10 per cent of their income, and eloquent repre- 
sentations were made before us on their behalf. Nevertheless, we believe 


no change should be made until the administrative procedures recommended in 
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Chapter 20 with respect to charities have been implemented and have been found 
to be working satisfactorily. We recommend that at that time the limit on 
donations for individuals should be raised to 15 per cent of income. However, 
we recommend that no change should be made in the present 10 per cent limit 


for corporations Th 


We have already recommended that the optional standard deduction should 
not be applicable to medical expenses. However, we believe that a good case 
can be made for an administrative concession in respect of charitable donations 
because there are so many small donations each with its own receipt. A 
limitation similar to that applicable to medical expenses, that is, re- 
stricting the deductibility of charitable donations to the amount exceeding 
1 per cent of income, would appear to be preferable; but a limit of this 
nature might tend to restrain charitable giving by upper income taxpayers that 
the allowance is designed to encourage. A somewhat parallel problem could 
arise if an optional standard deduction, that is, a minimum amount that could 
be claimed instead of listing the actual donations and irrespective of the 
amount of actual donations, were too large, because it would then have a 
perverse incentive effect, discouraging those people from making moderate 
donations who could claim the standard deduction in any case. For these 
reasons, we recommend that an optional standard deduction should be retained 
for charitable donations, but that it should be limited in size to the mini- 
mum amount necessary to achieve the aed administrative savings. An 


amount of not more than $50 would appear to be appropriate for this purpose. 


Section 27(1)(a) of the Income Tax Act provides that donations to 
Canadian provinces and municipalities may be included with charitable 
donations which are deductible for tax purposes, subject to the limit equal 
to 10 per cent of the taxpayer's income. Section 27(1)(b) provides that 
all gifts made to the Canadian government are deductible without limitation. 


We recommend that these provisions should be continued. 
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Gifts in Kind 


Under the Income Tax Act charitable gifts in kind may be deducted pro- 
vided they are supported by receipts from the donee charitable organization se 
The one case that bears directly on the subject was decided on the ground that 
the transfer was not effected in the form of a gift 13/. In this instance a 
taxpayer sold a house to a church for use as a rectory for one half its value and 
claimed the other half as a charitable deduction. He lost his case. One 
wonders what the result would have been had he sold a one-half undivided 
interest in the house to the church and then followed this with a gift of 


the other half. 


We see no reason why substantial gifts in kind should not be recognized. 
We have in mind the sort of thing the taxpayer was denied in the Gaudin case, 
as well as gifts of objets d'art to museums and similar institutions. Two 
points must be made clear. First, if a gift in kind were made, an uncon- 
ditional and irrevocable transfer of ownership and possession to the donee 
must be effected before a donation is recognized for tax purposes. We do 
not believe that a deduction should be allowed of the value of a gift in kind 
which is made on condition that the subject of the gift, for example, a 
painting or a china collection, is to remain in the donor's possession for 


his enjoyment until some subsequent time. 


On the other hand, we do not believe that small donations in kind of 
such things as old clothes and old furniture to charitable bazaars should be 
deductible, because of the administrative problems this would create. To 
minimize these administrative problems we would suggest that donations in 
kind should be deductible only to the extent that they exceed $500 in value 


in any year. 


Second, there is a problem of valuation. Within the concept of the 
comprehensive tax base recommended in this Report, the transfer of an asset 


out of a tax unit would involve a deemed realization of the increase in the 
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value of the asset over the period of time for which the asset had been 
held. For example, if an individual purchased for $500 a painting which 
appreciated in value to $2,000, at which time he disposed of it through sale, 
the realized increase in value of $1,500 would be subject to tax in his hands. 
Suppose now that instead of selling the painting he donated it to a mseum. 
In this case, he would add the gain of $1,500 to his income, but he could 
claim $1,500 ($2,000 less the $500 annual exclusion’ for gifts in kind) as 
a charitable donation if the amount did not exceed the limitation on charit- 
able donations 1h/, 
Members of Religious 
Orders and Postulants 

Section 27(2) provides that where a menber of a religious order has taken 
a vow of perpetual poverty and has in fact paid his earned income for the 
year to the order, he shall not be taxed on such income. We recommend that 


this provision should be repealed. 


A different but related question arises with candidates for membership 
in religious orders, that is, postulants. They normally engage themselves 
in a trial period which may extend over several years, during which time they 
and the particular religious order seek the answer to the question "Is the 
postulant a suitable candidate for membership?" We recommend that one 
postulant under the age of 19 should be allowed as a dependant of each 
member of the religious order to which he seeks entrance, provided that the 


postulant has not been claimed as a dependant by parents or others. 
Political Donations 


Political donations at the present time are not deductible. However, 
there might be some merit in providing a 25 per cent tax credit for political 
donations of up to $50 per individual tax unit and $100 per family tax unit 
a year. It has been urged that such an approach would help ensure that 


political organizations, so vital to the maintenance of the parliamentary 
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system, have a broad base of financial support. This question is one which 
is not within our area of responsibilities, for the issues go far beyona 
taxation. However, we feel that it deserves public discussion, and imple- 


mentation if it is as desirable as we are inclined to believe. 


ANNUAL AND LIFETIME GIFT EXEMPTIONS 


Under the comprehensive tax base, gifts would be brought into the 
income of the donee and would not be deductible in computing the income 
of the donor. However, under the family unit concept, gifts between 
members of a family unit, as we have defined it, would have no tax conse- 
quences. This would mean that a large proportion of all gifts would 
fall outside the purview of the tax system. Nevertheless, there are many 
small gifts of a "routine" nature between individuals and families that 
would be taxable under the proposed system unless some relieving pro- 
visions were available. Wedding gifts, birthday gifts and gifts made 
on religious holidays are obvious examples. It would be unreasonable 
to expect that donors would report to whom these small gifts were made 
and their value. Evasion would be rampant, because it would be unrealistic 
to expect that all donees would include them in income, and the adminis- 
trative problems of valuation could be formidable. As a practical matter, 
we recommend in Chapter 17 certain annual and lifetime exemptions for 
gifts received that would mean that most people would not be taxed on 


the small gifts they received throughout their lives. 


GIFTS IN SUPPORT OF DEPENDANTS 


The present Act allows taxpayers certain deductions from income 
when they support close relatives who are dependent, usually wholly 
dependent upon them. The donor can support the dependant through gifts 


of as much as $1,000 a year without affecting the gift tax or the gift 


228 


tax exemptions of the donor. Adoption of our proposals would bring about 

a radical change. Gifts in support of wives, or husbands, or dependent 
children as we have defined them, would not be subject to tax to the donor 

or donee because wives, husbands and dependent children would all be members 
of the family unit and such transfers would not be subject to tax. However, 
without relieving provisions, gifts to parents of either spouse, aunts, 
uncles and children over 21 years of age who were not in full-time attend- 
ance at an institution of higher education or were not mentally or physically 
infirm, in excess of the annual and lifetime gift exemptions would be taxable 


to the donee and not deductible to the donor. 


We considered but rejected the idea of allowing impecunious close 
relatives to become members of the family unit for tax purposes. To do so 
would unduly complicate the family unit concept because it would require 
elaborate provisions to prevent tax-free transfers between generations. 
However, there can be no doubt that individuals and families are often 
morally required to support, in whole or in part, aged or infirm relatives. 
These expenditures are non-discretionary and deserving of recognition. 
Without some form of concession the family tax unit would be too rigid; for 
aged and infirm parents and other close relatives are often thought of as 
members of the family. To accommodate the obligations of individuals and 
families to support close relatives, we recommend that a system of tax 
credits should be adopted as a concession to individuals and families making 
gifts to close relatives. The donor tax unit should be granted a tax credit 
of $100 for each close relative to whom $1,000 or more had been given in 
the taxation year. Smaller gifts to close relatives would entitle the donor 
to the appropriate proportion of the credit. Thus, a gift of $500 would en- 
title the donor to a credit of $50, a gift of $250 would entitle the donor to 
a credit of $25, and so on. We recommend that complete dependency snould 


not be a necessary condition for the tax credit. The donor should only have 
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to establish that the gift was actually made and that the donee was a close 
relative who was outside the donor's tax unit. This should facilitate ad- 
ieee Re SH of the tax credit. The close relative should not have to be 

a Canadian resident. A resident recipient of such a gift would have to 
bring it into income (to the extent that it exceeds his annual and life- 
time exemptions), but if he had little other income and the gift was modest, 
the zero rate bracket applicable to all individuals and families should 


mean that there would be little or no tax on the gift. 


A common method of assisting aged and infirm parents and other close 
relatives is for the taxpayer to provide them with free room and board 
in his home. The gift is in kind rather than cash. To avoid the valuation 
problem that would arise in these circumstances, we suggest that when 
a close relative is sharing the same domicile as an individual or family 
tax unit the tax unit should be deemed to have provided the close relative 
with a gift of $1,000 less any amount contributed by the relative toward 
expenses for clothing and shelter. If the relative had made no such 
contribution the donor tax unit would be entitled to the $100 credit. 
The relative would be required to take into income the $1,000 benefit 
in kind less any amounts falling within his annual or lifetime gift 
exemption. If this were the only income of the relative the zero rate bracket 
applicable to each individual tax unit would mean that there would be little 


or no tax on the gift. 
POST-SECONDARY EDUCATION 


We are concerned here with a student enrolled in an educational insti- 
tution "that is a university, college or other educational institution 
providing courses at a post-secondary school level" 15/. Under the present 
law a student enrolled at a post-secondary educational institution in Canada 


may, in computing his income, deduct his fees as long as they exceed $25. 
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If the student is in full-time attendance at a university outside Canada in 
a course leading to a degree, he may deduct his fees in computing his income 
so long as the course is of not less than thirteen consecutive weeks' du- 
ration 16/. If the student relies on someone else for support, full-time 
attendance at university has a number of consequences, depending upon family 


status, degree of relationship and degree of support 17/. 


We are fully in accord with the generally held belief that Canada should 
encourage a higher proportion of its citizens to improve their education. 
Despite the massive increases in government expenditures on post-secondary 
education in recent years, the proportion of Canadians proceeding to university 
still lags far behind the proportion in the United States. Because of the 
favourable effects of higher education on the growth of the economy and on 
the quality of our society, this gap should be closed. This could be achieved 
in a number of ways. Universities could be given increased grants so that 
fees could be reduced, and more students could be provided with more generous 
bursaries to meet their living costs. Loans and grants to students could 
be provided that would make it possible for more students to buy the higher 
education they want. Tax concessions could be provided that would make it 
easier for parents to finance the education of their children,or students 


to finance their own education. 


We have not attempted to evaluate which technique or combination of 
techniques would be preferable. To have done so would have taken us far 
beyond our terms of reference. Our predilection is for increased govern- 
ment expenditure; but we thought it would be unwise for us to assume that 
government grants would increase so rapidly that other assistance would not 
be necessary. We therefore have made recommendations that we believe would 
encourage post-secondary education more equitably and effectively than the 
present tax provisions. By putting forth these recommendations we do not 
wish to imply that the tax concessions technique is the best technique, or 
that the proportions or dollar limits we suggest are in any sense firm 


recommendations. We are primarily interested in the method rather than the 
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amounts. The amounts should be determined in the light of the objectives 


and the expenditure decisions that are taken, 


In Chapter 10 we recommend that a child, over the age of 21 but under 
25, and in full-time attendance at an institution of post-secondary education, 
should be permitted to elect jointly with his parents, or parent where there 
is only one, to continue to be a member of the family unit. This would not 
only avoid the taxation of gifts from the parents to the child for the pur- 
poses of education in these circumstances, but would also facilitate the 


implementation of our recommendations with respect to tax credits, 


In reaching our recommendations, we have tried to achieve a system 


with the features listed below: 


1. We believe that the living costs of students should be recognized 


when they are not able to rely on their parents for support. 


2e For reasons of equity we have repeatedly emphasized that relief for 
those incurring the costs of post-secondary education should be by 


way of tax credit rather than by deduction. 


460 The tax relief should be available to the tax unit of which the 


student is a member, 


h, ‘Unused tax credits for post-secondary education should be carried 
forward to facilitate the repayment of loans when the graduate 


has income, 
Our proposals as to post-secondary education allowances are: 


1. A tax credit equal to one quarter of the fees paid by or on behalf 
of the student for post-secondary education should be provided. It 
would apply to the tax unit in which the person paying the fees was 
a member, It would be more valuable than a deduction for lower 
income tax units, and would be of relatively less importance to higher 


income tax units. 
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26 A further annual credit of up to $300 in recognition of living costs 
should be provided for a full-time student in an institution 
providing post-secondary education when the student is not a 
dependent child, as defined in Chapter 10. The credit for living 


costs would apply to the tax unit of the student. 


oe Unclaimed credits should be carried forward and could be used to 


reduce tax liabilities at any time. 


The concessions we suggest for full-time post-secondary education 
would provide a much greater incentive for the vast majority of taxpayers 
than the present system of deductions. The credit would provide the greatest 
relative assistance for low income parents and students with low  aectee in 
their initial post-graduate years. We would expect that if the approach 
we recommend were implemented, the amounts we have suggested should be 
reviewed from time to time in the light of other policy decisions in the 


realm of higher education. 
Further Training 


Increasingly in the modern world,training and education continue 
throughout a person's working life and do not terminate with the attainment 
of a certificate or degree, Retraining and up-grading courses of various 
kinds are becoming an essential feature of many employments and professions. 
We assume that all of the costs of such courses, both fees and travelling and 
living expenses in excess of normal living expenses, would be reasonably 
related to the production of income and should therefore be deductible from 
income under the general rules for deductibility we recommend. Nevertheless, 
for greater certainty it might be useful to specify this in the Act. However, 
because we also recommend that full-time post-secondary education costs 
should be provided for by special tax credits, the costs of full-time post- 
secondary education would have to be specifically excluded as a deduction 


from income. 


253 


To permit the deduction of the costs of part-time or short-term 


training courses should remove a significant tax barrier to the maintenance 


of the skills and knowledge of both the employed and the self-employed. No 


concession would be required; only a less restrictive approach to the de- 


ductibility of the expenses of producing income. This more liberal approach 


can be justified on grounds of equity and neutrality. 


1. 


a 


CONCIUSIONS AND RECOMMENDATIONS 


Some personal expenditures are made by individuals and families 
that are non-discretionary in whole or in part. There are other 
peteonay expenditures that serve a useful social purpose and, as 
a matter of public policy, should be encouraged. In equity, tax 
concessions should be granted to reflect the reduced ability to 
pay of those who have non-discretionary expenses and to provide 
an effective incentive to achieve a better realization of social 


goals. 


Tax concessions designed to take into account non-discretionary 
expenses should, ideally, be of greater relative value to low 
income taxpayers. This principle follows because we believe that 


a given non-discretionary expenditure reduces ability to pay taxes 


relatively more when it is a large proportion of income than when 


it is a small proportion of income. 


MEDICAL AND RELATED EXPENSES 
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The out-of-pocket medical expenses of taxpayers are non-discretionary 
expenses. While maximum equity might be achieved by providing for a 
refundable tax credit equal to a substantial proportion of the 
medical expenses in excess of modest limits, this would convert 

the income tax system into a medical insurance system; and such 


an approach may not be the most socially acceptable form of medical 


De 


Ts 
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insurance. We therefore recommend that the deduction approach 


should be continued. 


The present approach, which prohibits the deduction of medical 
insurance premiums and contributions but allows the deduction of 
amounts paid under such policies and plans, leads to anomalous 


results. 


Deductible medical expenses should include only amounts actually 
paid by individual and family tax units. The premiums or cost to 
a tax unit of medical insurance, the taxpayer's contributions to 
a medical services plan, and other out-of-pocket medical costs 
paid by the tax unit, should be treated as medical expenses. The 
benefits paid to or on behalf of a tax unit on account of medical 
expenses by insurers, medical services plans, etc., should not be 
treated as medical expenses of the tax unit because they are not 


paid by the members of the unit. 


Premiums or other costs of governmental hospital service, as opposed 
to private hospital insurance or services, should not be treated as 
medical expenses of the tax unit because the provinces use different 
methods of financing hospitalization and no equitable pattern for 


federal income tax deductibility appears to be possible. 


An optional standard deduction should not be available for medical 
expenses; the present standard deduction should therefore be re- 


duced and used only for charitable donations. 


In other respects the present rules with regard to medical expenses 
should be maintained. Thus,we have no specific recommendations for 
changes in the definition of medical expenses. In addition, the 
present restriction that only permits the deduction of expenses 


in excess of 3 per cent of income should be retained, 
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9. Our recommendations would substantially reduce the number of middle 


and upper income taxpayers claiming medical expenses. 


10. The special deduction of $500 for taxpayers who are blind or confined 
to a bed or wheelchair and who do not claim certain defined medical 
expenses should be withdrawn. All the medical Pa ee, of these 
illnesses in excess of 3 per cent of income would, of course, be 


deductible in the manner outlined above, 


dive The special deduction from income of $500 for a taxpayer who has 


reached the age of 70, should be terminated. 
CHARITABLE DONATIONS 


12. To encourage charitable giving, a socially desirable objective, we 
recommend a continuation of the same basic system now in effect. 


However, some additional safeguards would be required. 
135. Charities should file annual returns of their gross receipts. 


14. The issuance of numbered charitable receipt forms should be con- 


trolled by the tax authorities. 


Ree The limit on charitable gifts should be increased to 15 per cent 
' of income for individuals as soon as the administrative procedures 
we recommend have been implemented. The limit should be retained 


at 10 per cent for corporations. 


16. Gifts to provinces and municipalities should be deductible in the 
same way as charitable donations and should be aggregated with 
charitable donations in determining the amount deductible. Gifts 
to the Canadian government should be deductible without limitation. 


In these respects the present law would remain unchanged. 


aTé The optional standard deduction should be set at an amount not 


exceeding $50 and should be restricted to charitable donations. 
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This deduction is recommended solely to reduce the administrative 
problem involved in processing a miltitude of receipts for small 


amounts. 


18. Outright gifts in kind to charitable organizations in excess of 
$500 in any year should qualify as charitable donations. On the 
making of such a gift the taxpayer would be deemed to have sold 


the property at the fair market value. 


19. The special deduction from income of an amount equal to his earned 
income for the year, now available to a member of a religious order 


who has taken a vow of perpetual poverty,should be discontinued. 


20. A member of a religious order should be able to claim as a dependant 
a postulant of that order under the age of 19, if the postulant is 


not being claimed as a dependant by another taxpayer. 
POLITICAL DONATIONS 


el. Consideration should be given to allowing a 25 per cent tax credit 
for political donations up to $50 per individual tax unit and $100 


per family unit a year. 
POST-SECONDARY EDUCATION 


ene The present concession with respect to the expense of post-secondary 
school education, section 11(1)(qc)(i) of the Act, should be with- 
drawn and replaced by a tax credit system. This would provide a 
more effective and equitable concession. There should be a tax 
credit of one quarter of the fees paid by or on behalf of the 
student to the post-secondary educational institution. A further 
credit of up to $300 per annum should be allowed for the living costs of. 
a student who is not a dependent child, The credit for fees should 
be available to the family unit of oer person paying the fee 


is a member; the credit for the living costs should only be available 


ag 
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to the student's tax unit. The credits should be cumulative, and 
to the extent not claimed should be carried forward indefinitely 


and be deductible at any time in the future. 


The cost of part-time or short-term courses including fees and 
travelling and living expenses in excess of normal living expenses 
would be deductible under the general rules for deductibility we 
have recommended and tax credits should not be allowed in respect 


of such courses. 


ANNUAL AND LIFETIME GIFT EXEMPTIONS 


2h. 


For administrative reasons, we recommend in Chapter 17 certain 


annual and lifetime gift exemptions. 


GIFTS TO CLOSE RELATIVES 


he 


A tax credit of $100 should be provided to a tax unit making gifts 

of $1,000 or more in a year to a close relative outside the tax unit. 
The credit should be proportionately reduced for smaller gifts. 

When a close relative is provided with room and board in the home of 
the taxpayer throughout the year it would be deemed that the taxpayer 
had made a gift of $1,000 less any amount contributed by the relative 
toward the cost of room and board. The recipients of these gifts 
would be required to bring them into income. Because of the zero rate 
brackets and the annual and lifetime gift exemptions available to all 
tax units, the tax on modest gifts to close relatives with low incomes 


would be reduced or eliminated. 


ian 
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REFERENCES 
House of Commons Debates, June 23, 1942, p. 3580, 


The United States also initiated their medical expense deductions in 
1942 and set the floor at 3 per cent, where it still is. The United 
Kingdom has no medical expense deduction. As originally enacted, the 
Canadian medical expense deduction was also subject to a "ceiling" 
which was removed in 1961. So far as we are aware, little difficulty 
has been experienced by the administration as the result of lifting 
the ceiling in 1961. In any event, it seems reasonable that very 
large medical expenses will be scrutinized by the Department and it 
does not seem that the Treasury will suffer if the burden of proof 


is on the taxpayer. 


This interpretation had its genesis when medical insurance was the 
exception rather than the rule and before the spread of government 


hospital and medical plans. 


The floor would be 3 per cent of income as determined before the 
deduction of medical expenses and charitable donations but after the 
deduction of all losses carried forward. - Losses incurred in subse- 
quent years would not be taken into account because of the compli- 
cations this would cause in recalculating the medical expense 
allowance and in averaging income, The legislative technique to 

be followed would be a matter for the draftsman, but it would 
probably not be necessary to retain the present distinction between 


"income™ and "taxable income”, 


See Robert J. Iampman, The Share of Top Wealth-Holders in National 
Wealth, 1922-56, National Bureau of Economic Research, Princeton, 


’ 


N.J.: Princeton University Press, 1962, pp. 17-21. 
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United States Department of Labour, Monthly Labor Review, November 
1960, p. 1198. The study deals with "modest but adequate" budgets 


and covers the 20 largest United States cities. 


Our reasons are substantially the same as those in Gwyneth McGregor, 


"Charitable Contributions", Canadian Tax Journal, Vol. IX, 1961, p. 441. 


1966 Budget Resolution No. 2 has proposed that, for the 1967 and 
subsequent taxation years, charitable gifts will be deductible only 
if the donee is a registered charitable organization which has been 
digi ettida: with the Minister and has filed a return in prescribed 
form. This Resolution has now been implemented by amendment of 


section 27. 


1966 Budget Resolution No. 2 has proposed that, for the 1967 and 
subsequent taxation years, deductible charitable donations may include 
gifts to the United Nations or any agency thereof, to a prescribed 
university outside Canada which ordinarily has students from Canada, 
or to a charitable organization outside Canada to which the Canadian 
government has made a gift in the year. This Resolution has now 


been implemented by amendment of section 27. 


The authority for these two exceptions is found in section 27(3) of 


the Act and Article XIII D of the Canada-United States Reciprocal 


Tax Convention. 


The limit would be a percentage of income as determined before the 
deduction of medical expenses and charitable donations but after the 
deduction of all losses carried forward. It would seem unfair to 
take into account losses carried back because if they were deducted 
it would have the effect of disallowing donations which were 


properly deductible when made. See reference h above. 
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12/ Section 27(1) of the Act refers to the deduction of "such of the 
following amounts as are applicable: (a) the aggregate of gifts...." 
Section 139(1)(a) states that "(c) amount, means money, rights or 
things expressed in terms of the amount of money or the value in 
terms of money of the right or thing." It therefore appears that 
a gift of a thing is a gift of an "amount" within the meaning of 


the charitable deduction section. 


Information Bulletin 17 published by the Taxation Division in 
Part I of the Canada Gazette, December 22, 1962, does not challenge 
the generality of this statement. It does state that donations of 
inventory that has been expensed and of second-hand goods will not 


be recognized. 
13/ Gaudin Vie MN... So DTC 385. 


14/ In the opposite case where a painting or other objet d'art was 
purchased by an individual for $2,000 but had a fair market 
value of $1,200 when donated to the mseum, he would be permitted 
to claim a charitable donation of $700 ($1,200 less the sum of 
$500 which is the annual exclusion for gifts in kind). He would 
also be permitted to claim the $800 loss from realized property 


gains derived from the same type of property. See Chapter 15. 
15/ Section 11(1)(qe) (i), Income Tax Act. 
16/  Seetion 11(1)(qb). 


17/ Section 26(1)(c), (ca) and (d). 


CHAPTER 135 
INCOME AVERAGING 


We believe that taxes are fair when they are allocated according to 
ability to pay, and that this would be achieved by the application of a pro- 
gressive rate structure to the annual tax base we have defined. One of the 
consequences of the adoption of a progressive rate schedule is that two in- 
dividuals with the same average tax base may, over a period of years, pay 
substantially different taxes if the annual tax base of one fluctuates more 
than that of the other. The greater the fluctuation the greater the tax 


liability. This phenomenon poses several problems; 


1. There is nothing sacrosanct about the measurement of income for tax 
purposes on an annual basis. The choice of the calendar year as the 
relevant time period is a matter of convention and convenience rather 
than principle. We can see no justification in equity for imposing 
substantially heavier taxes on those with fluctuating incomes, because 
there is no fundamental objection to the adoption of a longer time 
period and a longer time period would not produce this result. Some 
smoothing of income over a period of years would seem to us to be 
called for. We are not convinced, however, that equity demands income 


smoothing over a taxpayer's lifetime. 


2. Without relief for irregular incomes the tax authorities would be 
drawn into an endless struggle to try to prevent taxpayers from mani- 
pulating the timing of their receipts or gains so as to minimize their 
tax liabilities. This struggle would produce ever greater complexities 


or arbitrariness in tax laws. 


36 If there were no relieving provisions, those people who were able to 
manipulate the timing of their receipts or gains would, despite the 
efforts of the tax authorities, have an advantage relative to those 


who could not do SO, 
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4, Unless there was some form of relief to those with irregular or fluctu- 
ating incomes, individuals might avoid occupations or businesses that 


were particularly subject to such variations. 


These four points all seem to us to provide strong grounds for general 
relief from the tax consequences of lump sum or fluctuating incomes. In 
particular, the problem of taxpayer inequity is sufficient reason for providing 
relief even if it were possible to prevent the manipulation of income by tax- 


payers to avoid the full impact of progressive rates in each time period. 


There is also a strong argument for the provision of some form of aver- 
aging because of the other recommendations made in this Report. Unless 
averaging provisions were available, the taxation of property gains at 
full progressive rates on a realized basis would, for example, be grossly 
unfair. It would be inequitable to tax realized gains as though they had 
arisen in the year realized. There are also other lump sum receipts that 
we recommend should be brought into tax, with the stipulation that the 
full impact of the progressive rates be softened by provisions that permit 
spreading of the receipts over a number of years. In particular, we believe 
that substantial gifts and inheritances, damage payments, and property 
gains realized or deemed to have been realized on death or cessation of 


Canadian residence all require relieving provisions. 


Having acknowledged that relief should be granted on equity and other 
grounds, we hasten to add that this is not easily accomplished. All measures 
of relief for fluctuating and irregular income are relatively complex and 
create compliance and administrative problems. Many forms of relief have 
to be rejected simply because they would not be understood by many taxpayers 
or would require too mich record keeping. As in so many other areas of the 
tax structure, what is required is a compromise between the desirable and 


the practical. 
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In Volume 2 of the Report we discuss at some length the importance 
of the built-in flexibility of the tax system. As the level of economic 
activity rises and falls, the rate structure automatically restrains 
expansions and contractions by increasing or reducing tax payments more 
than proportionately. This tends to stabilize the economy, although if the 
tax structure is too "tight" it can stabilize the economy at levels where 
labour, and other productive facilities and resources are not fully utilized. 
If substantial relief for fluctuating income were provided, the built-in 
flexibility of the system might be reduced. Whether it would be reduced, 
by how much it would be reduced, and under what conditions it would be 
reduced would depend, of course, on the particular form of relief provided 
and on changes in the other features of the tax structure. While built-in 
flexibility is not an unqualified advantage of a tax system, it should be 
recognized that some relief measures may make it more difficult to attain 


one of our economic objectives. 


Little information is available in Canada with respect to the year-to-~ 
year fluctuations in the incomes of individual taxpayers. On the basis of 
two small and admittedly incomplete studies made by our research staff, we 
were surprised to find how general and substantial these changes apparently 
are. About 8 per cent of the sampled taxpayers in a number of Canadian 
metropolitan areas, with income below $10,000, reported year-to-year 
fluctuations of family income of more than 20 per cent from 1962 to 1963. 1/ 
In a survey of 450 taxpayers in two major Canadian cities, having income 
in 1962 in excess of $25,000, it was found that within the three-year 
period 1960-62, 20 per cent experienced fluctuations of more than 30 per 
cent in income for tax purposes from the highest to the lowest income year. 
This latter survey of upper income group individuals also showed that for 
these high income taxpayers, the higher the income the less on average 


were the percentage fluctuations in income in the period. 
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The tax impact of fluctuating income depends not only on the size of 
the fluctuations but on the rate structure. The width of the brackets, 
and the changes in rates from bracket to bracket, are obviously relevant. 
Analyses prepared by our research staff showed that the tax impact of a 
given degree of fluctuation under the existing rate structure is relatively 
modest at both the upper. and lower ends of the income scale because the 
income brackets ths relatively wide or the increases in tax rates from 
bracket to bracket are relatively small. It is the upper middle income 


group that has suffered most from fluctuating or irregular incomes. 


The changes we recommend elsewhere in this Report would have two 
effects on the fluctuating income problem. Because of the widening of the 
tax base to include many non-recurring receipts that now are not taxed, 
the number of individuals who would experience year-to-year fluctuation in 
their tax bases would undoubtedly increase, and so would the extent of 
those fluctuations. On the other hand, the changes in the rate structure 
that we recommend would tend to reduce the tax consequences of these 
fluctuations, if only because we are suggesting a reduction in the top 


personal rates of tax. 
PRESENT LEGISLATION IN CANADA 


The problem of the equitable treatment of lump sum and fluctuating 
income as it exists under the present system has been recognized in part 
in the legislation. There are a auhibes of provisions in the Income Tax Act 
designed to alleviate this problem in certain special cases, and in respect 
of certain types of income. Following is a brief summary of the main 


provisions. 
Farmers and Fishermen 


A farmer or a fisherman is given the privilege of averaging his income 
over a five-year period, providing the taxpayer's chief source of income 


has been from farming or fishing during the current tax year, known as the 
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"year of averaging", and the four immediately preceding years for which he 
has filed returns of income as required by the Act Bhi The averaging method 
available to this group is an example of simple or block averaging. In effect, 
taxes are computed annually upon each year's income as determined in the 
normal fashion. At the end of a five-year period, income for that period 

is totalled and pro-rated equally over the five years and personal allowances 
are deducted for each year. Tax is then computed at the rates for each year 
on the amount of the resulting taxable income for that year and these taxes 
are ete: This total is then subtracted from the total tax actually 
paid in respect of the five-year period and a refund may be claimed for 

the difference. There is no requirement that this difference must exceed 

a stated minimum and, because this type of averaging can never be disad- 
vantageous to the taxpayer, taxpayers normally elect to average in the year 
in which they are eligible to do so. It is our understanding that the 
introduction of these averaging provisions has not added in any material 


way to the burden of administering the Income Tax Act. 
Authors 


The Income Tax Act permits the spreading back of income earned from 
the sale by an author of the copyright in a work which took him more than 
a year to produce Shs The permissible spread-back period is related to the 
number of years it took to complete the work, but in no case is the period 
allowed to exceed three years. Thus, if an author sells the copyright to 
a literary work which took him five years to complete, he may elect to 
include one third of the proceeds in his income in the year of sale and 


one third in each of the two immediately preceding years. 


Relief is provided for authors involved in literary, dramatic, msical 
or artistic work, but it does not apply to income realized as a result of 
scientific achievement after years of research; nor does it cover the income 
of inventors. It is interesting to note the words of the Minister of Finance 


when he appeared before the Standing Committee on Banking and Commerce in 
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1917: "We have had no representation from inventors. The authors asked 
for it and made what seemed to be a sound case." 4/ The restricted coverage 
of the provision appears, therefore, to have resulted largely from the absence 


of pressure from other occupational groups. 


a 


While no one would deny that some farmers, fishermen and authors are 
subject to extreme fluctuations in income, unquestionably there are taxpayers 
in other occupations who suffer as much from the same phenomenon. Actors, 
musicians, consulting engineers, architects, professional athletes, con- 
struction contractors, inventors, and so on, may, as groups, be less subject 
to variation in income than farmers, fishermen and authors, as groups, but 
undoubtedly there are members of the former groups that have variations that 
are as frequent and as wide as those of any member of the latter groups. 
Equity requires equal treatment of individuals in the same circumstances, 
not equal treatment of groups of individuals when there are significant 


intra-group differences. 


The relief available to farmers, fishermen, and authors should either 


pe withdrawn or made available to all. 
Lump Sum Payments 


The Income Tax Act at present provides special tax treatment for a 
variety of lump sum payments 5) These payments may, at the option of 
the taxpayer, be excluded from ordinary income in the year of receipt and 
subjected to a special rate of tax. Briefly, the following income is 


eligible for such election: 


Ae A single payment made out of a pension fund upon the death, withdrawal 
or retirement of an employee, or on the winding-up or amendment of the 


pension plan. 


cp A single payment in recognition of long service made to an employee on 


his retirement and not made out of a superannuation fund. 
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OF A single payment pursuant to an employee's profit sharing plan in 


satisfaction of all the payee's rights under the plan. 


i, A single payment pursuant to a deferred profit sharing plan upon the 


death, withdrawal or retirement of an employee. 


5% A payment or payments made by an employer to an employee or forver 


employee on retirement in respect of loss of office. 
6. <A payment or payments made as a death benefit. 


The amount on which the special tax can be paid is limited by reference to 
the number of years of service or the number of years in which the taxpayer 


was a member of a particular plan. 


If the election is made, the taxpayer will pay, in addition to any 
other tax payable for the year, a special tax on the lump sum payments. 
This special tax will be equal to the proportion of those payments that 
the aggregate of the taxes otherwise payable by the employee for the three 
years immediately preceding the taxation year is of the aggregate of the 
employee's income for those three years. It will not always prove to be 
to the benefit of the taxpayer to make the election; and accordingly it 


is necessary to make the requisite calculations before deciding to elect. 


Although the above types of lump sum payments are significantly different 
from one another, the legislation provides only one relief measure. This 
being so, arguments could be made for the extension of some type of relief 
for all forms of lump sum or fluctuating income. Indeed, as long as the 
piecemeal system of relief continues, there will justifiably be continuing 
pressure not only to provide more and varied relief but also to alter or add 


to the methods by which such relief is granted. 


The major criticism of this relief measure is that the tax rate 
applicable to this type of income is determined by reference to other 


income without adding to the other income the lump sum income, which would 
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tend to increase the marginal rate. Moreover, the rate of tax to be applied 
is determined as a percentage of the income, not taxable income, thus affording 


further relief. 
Business Losses 


A taxpayer carrying on business is permitted to apply losses from the 
business against his other income in that year. To the extent that business 
losses exceed other income, they remain available to reduce business income 


of the immediately preceding year and the next five succeeding years 6/. 
Stock Options 


Where an employee of a limited company is given the right to acquire 
shares of the company at a price which is below the market value of such 
shares at the time of exercise, on exercising the option the employee is 
deemed to have received a benefit by virtue of his employment equal to the 
difference between the purchase price paid and the value of the shares at 
the time of acquisition. This benefit is treated as income in the hands of 
the employee, but is subject to tax at a special rate. The special rate of 
tax applicable to the benefit is the average rate that tax has borne to 
income (not taxable income) for the preceding three years, minus the lesser 


of 20 per cent of the benefit or $200. 7/ 


The criticism made in respect of the relief provisions for lump sum 
payments applied even more strongly here until recently, because the rate of tax 
payable on the benefit was reduced by 20 per cent (presumably in recognition 
of the fact that the cost of the benefit is not deductible from the company's 
taxable income). However, as a result of an amendment in 1966, the amount 
of the reduction from the average rate was Limitea to $200. 

Recapture of Depreciation and 


Revaluation of Inventory 


Where a taxpayer is carrying on business, the sale of some or all of 


2h9 


the depreciable assets of the business may result in the recapture of a 
substantial amount of depreciation, which is income in the year of recapture. 
Similarly, if inventory is revalued in accordance with the requirements of 
section 14(2), an increase may be made in the income of a taxpayer under 
section 43A. The Income Tax Act provides a measure of relief from these 
rules by permitting tax to be paid on a special basis 8/. The effect is 

to allow a spreading of the income over a period of not more than five 

years immediately preceding the year in which the recapture or revaluation 
takes place. The period varies according to the length of time before the 
year of recapture or revaluation during which the taxpayer, if a corporation, 
has carried on business in Canada or, if an individual, has been resident 

in Canada. The tax payable is the tax that would be payable for the year 

in question if the income did not include any amount for recapture or in 
respect of a revaluation of inventory, plus a special tax equal to the 
aggregate of the amounts by which the taxes for the preceding years would 
have been increased if the recaptured amount or the amount added to income 
by a revaluation of inventory had been spread equally over those preceding 
years. In other words, the amounts in question will be spread, for tax 


purposes, over the number of years applicable. 
Summary of Present Treatment 


reba this description of the main existing provisions, it can be seen 
that the present Canadian legislation recognizes the problem inherent in 
receipt by taxpayers of lump sum amounts or fluctuating income, and in some 
cases does attempt to provide alleviation. This is done through three 
distinct methods: the general averaging provision, restricted to income 
of farmers and fishermen; the special rates of tax applicable to income 
from exercising stock options and certain types of lump sum payments; and 
the spreading back of income over prior years, applicable to the income of 
authors from the sale of copyrights and to the income from recapture of 


depreciation or revaluation of inventory 9/. The treatment of business 
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losses does not fall into these categories and is dealt with in greater 


detail in Chapter 22. 


It has been emphasized in submissions to this Commission that the present 
relief measures do not adequately meet the needs of the general body of 
Canadian taxpayers. In addition to a number of submissions calling for 
averaging relief in respect of specific kinds of income or of specific 
groups of taxpayers, a general averaging provision applicable to all 


individual taxpayers was suggested in several submissions. 
TREATMENT IN OTHER COUNTRIES 


Lump sum and fluctuating income is a problem in all countries where 
there is a steeply progressive personal tax rate structure. It is useful 
to consider the general methods of relief and the variations of these 
methods found in several countries. 
Special Rates of Tax 
on Irregular Income 

In Austria, a taxpayer's "extraordinary" income, such as a lump sum 
payment for work which has extended over a number of years, is, at the 
taxpayer's request, taxed at special rates ranging up to 25 per cent. 
Similar treatment is afforded the German taxpayer who has specified types 
of extraordinary income, such as damages in respect of services, indemnities, 
and so on. These types of income are taxed at special rates ranging between 10 
per cent and 30 per cent, the exact rate being determined by the local 
finance office. Different treatment of other kinds of income in Germany 


is noted below. 


In Australia, authors and inventors are granted a reduced rate of tax 
on "abnormal" income, which generally consists of lump sum or abnormal pay- 
ments received for royalties, patents, prizes, inventions, and so on. Tax 
at a specially calculated rate is also available to certain taxpayers in 


receipt of premium income from a long-term lease. 
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In Japan, a special rate of tax is determined by excluding from 
income four fifths of "fluctuating income", determining the rate of tax 
on the balance of income, and then applying this rate to the balance of 
the fluctuating income, defined generally as fishery income, royalties, 


sale of copyrights and certain other lump sum payments. 
Special Deductions from Income 


In Denmark, a special "deduction for additional income" is permitted 
a taxpayer when his income exceeds the previous year's by more than 10 
per cent. The rate of deduction ranges between 20 per cent and 50 per 
ee@nt of income over. 110 per cent of the previous year's income. In Italy, 
a lump sum payment on cessation of employment is exempt from tax up to a 
specified amount. In the United Kingdom, a "standard capital superannuation 
benefit" is deductible in some instances from lump sum payments in respect 
of an office or employment, but not in respect of the loss of such office 
or employment. 
Spreading Income Back 
Over Prior tears 

In Germany, a taxpayer receiving in any tax year, for personal services 
rendered, compensation for work done over a period of years, may allocate 
the compensation to the years earned, but may not go back more than three 
years. This rule is subject to a number of provisos which result in a 


limited practical application. 


Sweden permits individuals, including estates or trusts, to spread over 
a period of years income from a wide variety of sources, including disposition 
of machinery and lumber, and a lump sum payment in lieu of a retirement 
pension. The general rule is that amounts deemed to have been earned in 
at least two income years shall be taxed as if received in equal parts over 
as many years as it had been earned, not exceeding ten years. Such income, 


called “accumulated income", must total a specified minimum amount and mst 
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constitute at least one third of the taxpayer's assessable income in the 
year of receipt. The tax rate applied to the additional income attributed 


to the prior years is the rate in force for the year of actual receipt. 


In the United Kingdom, authors of literary, musical or artistic work 
can spread the proceeds of such work back over a maximum of three years; 
somewhat similar relief is provided for income from personal services earned 
abroad, and proceeds of sale or licence of a patent. There are slightly more 
generous provisions for the spreading back of lump sums received as termination 
pay. Australia has a special provision for spreading, generally over a 
five-year period, income received from the disposal of inventory not in 
the ordinary course of business. In India, authors may spread parece 
prior years income received from copyrights, royalties, etc., in a manner 


similar to that used in the United Kingdom. 
Discretionary Relief 


Indian tax law provides that in the case of certain types of income, 
such as lump sum receipts out of special funds or received on termination 
of employment or loss of office, the government may grant relief, but the 
granting of the relief and the mode of the relief are entirely at the 
discretion of the government. This is similar to the situation in Germany 
described above, where governmental discretion plays a part in the determi- 


nation of the special rate of tax on extraordinary income. 
General Averaging 


In Switzerland, the federal defence tax, the basic income tax of the 
Confederation, is determined for two years at a time and is based on the 
average of the two accounting years preceding the year of assessment, with 
special commencement and cessation provisions. This averaging is available 


to all individual taxpayers. 
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In Australia, persons engaged in "primary production", that is, pro- 
duction resulting directly from the cultivation of land, may elect to average 
their entire taxable income over the base year and the four preceding years. 
A loss is treated as zero income, but may be carried forward to reduce income 


of a subsequent year. 


In the United States, a general averaging provision was introduced in 
1964. Because this is the most recent attempt on the part of any country 
to find a solution to the problem of fluctuating incomes, and because tax 
reforms in the United States are of particular interest to Canada, the 


scheme merits consideration in some detail. 


The President of the United States in his 1963 Tax Message had the 
following to say about the proposed introduction of a general averaging 
provision: 

"I have instructed the Secretary of the Treasury to present to the 

Congress as part of this program an income averaging provision. It 

will provide fairer tax treatment for those who receive in a single 

taxable year unusually large amounts of income as compared to their 
average income for preceding years. 

"The proposal will go beyond the narrowly confined and complex 

averaging provisions of the present law and will permit their el- 

imination from the Internal Revenue Code. It will provide one 
formula of general application to those with wide fluctuations in 
income. This means fairer treatment for authors, professional 
artists, actors and athletes, as well as farmers, ranchers, fisher- 
men, attorneys, architects and others." 

The averaging provision is available to a taxpayer whose ordinary income 
for the year, that is, exclusive of capital gains, wagering gains, gifts 
and bequests, etc., is more than one third higher than his average income 
for the prior four years 10/. The provision does not apply unless the 
excess amount is more than $3,000. This excess is taxed in an amount 
equal to five times the additional tax which would be payable on one fifth 
of the excess. The tax on the excess amount is then added to the tax on 


the balance of the taxpayer's current income to determine the total tax 


due for the year. This procedure, in general, results in slightly less 
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relief than an actual spreading of the excess income over a five-year period, 
and Obviously still less relief than if ali the income were averaged. Because 
it operates entirely in the current year, however, it does not require the 
amendment of tax returns or recomputation of tax for prior years. This 
greatly simplifies the administrative problem. The actual steps involved 


in the computation of tax in the applicable averaging year are as follows: 
i ig The average income for the prior four taxable years is determined. 


ae The prior four-year average is increased by one third to produce a 


base income, the amount not subject to averaging. 


ee The amount of base income is subtracted from current income to determine 
the excess amount which will be subject to averaging, that is, "average- 


able income", providing it exceeds $3,000. 


h, The tax is computed for an amount of income equal to base income plus 


one fifth of the averageable income. 


pir Tax is computed for the amount of base income alone and subtracted 


from the tax determined in step }. 


6. The difference between the two taxes determined in steps 4 and 5 is 


multiplied by five to provide the total tax on the averageable income. 


jie The total tax on the averageable income computed under step 6 is added 
to the tax on the base income alone computed under step 5, to give 


total tax liability for the year. 


An important feature of the United States averaging scheme is that it 
does not give relief to taxpayers who have experienced reductions in their 
incomes. While undoubtedly an administrative convenience, the requirement 
that “averageable income" exceed $3,000 seems to us to rule out averaging 


for the low income taxpayer. 
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ALTERNATIVES TO THE PRESENT POSITION 


There are basically two approaches to the solution of the problem of 
lump sum and fluctuating income. First, there is the method of piecemeal 
relief, where the problem of fluctuating tax bases is, in effect, regarded 
as a series of separate problems, and specific and separate remedies are 
provided. This is the method now in effect in Canada. The second approach 
regards fluctuating and irregular incomes as a general problem to be solved 
by the application of a general remedy, applicable to all taxpayers. We 
favour the adoption of a combination of the two, with general but restricted 
provisions that would be available to all taxpayers, but with more generous 


provisions to deal with special hardship situations. 


A piecemeal relief system has several advantages. The system can provide 
specific relief for specific problem areas, and in some respects achieves 
its limited purpose in a straightforward and administratively simple fashion. 
Further, a piecemeal system is already in existence in Canada and taxpayers 
are accustomed to it. Finally, the present system contains within it several 
useful devices that could be modified or applied more widely. But we believe 
the advantages of the piecemeal system are definitely outweighed by the fol- 


lowing disadvantages: 


es There are many reasons for lump sum and fluctuating incomes, and it 
would be impossible to provide adequately for all these different 


circumstances in a system geared to a series of special relief measures. 


os The problem of fluctuating income is apparently fairly widespread, and 
the present system cannot provide general relief. With a great widening 


of the tax base this difficulty would be even greater. 


pr The present measures provide different degrees of relief for different 


types of income and are therefore inequitable. 


4, As long as there are separate relief measures for specific types of 
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income or specific vocations, there would be continuing pressure to 


have the law changed to include other types of income or vocations. 


oe Special relief measures tend to complicate the tax legislation. This 
would give the well-to-do and informed taxpayer an advantage over 


other taxpayers. 


For all these reasons, we believe that the Canadian tax system should 


have general averaging provisions available to all taxpayers. 


% 


In our investigation of the alternative relieving provisions that 
might be introduced, we have placed great eniphasis on the need for methods 


that had the following characteristics: 


Ly They should be made available on an optional basis. 
ae They should be neutral among types of gains. 
os They should be administered with relative ease. 


4h. They should allow forward as well as backward averaging. 


Many methods of relief were considered in the light of these objectives. 
We examined the provisions now available in Canada, modifications of the ex- 
isting provisions, the methods used in other countries, and a number of pro- 
posals that have been made by our research staff and by public finance author- 
ities. Several of these alternatives, in addition to those already described, 


warrant a brief comment. 
Progressive Averaging 


Under a progressive averaging plan the total sum of taxes paid over 
the averaging period, which might be a lifetime, should equal the total 
taxes that would have been paid had the cumulative average income, including 
the current year's income, been received in equal instalments in each year 
of the averaging period. Taxes due under this plan could be computed by 
multiplying the tax due on the current year) seine eles average income by 


the number of years in the averaging period, and subtracting from this 


2oT 


amount the taxes already paid for earlier years of the averaging period 


computed in a similar manner 11/. 


A variation of this ata is to divide the life of a taxpayer into 
three or four periods, for example, from birth to majority, majority to 
age 35, age 36 to 65, and then age 66 to death. A progressive averaging 
system differs from the moving average system discussed below because it 
does not involve dropping an earlier year as each later year is added to 


the base. 


We rejected progressive averaging not only because of its administrative 
complexity, but also because we could see no justification for using a 
lifetime, or the lengthy periods described above, as the interval over 


which income should be measured. 
Moving Average 


Under a moving average, tax for a given year is computed by reference 
to the average income for the current year and the preceding years of the 
averaging period. That is, tax on the income for the first year of the 
period would be paid. The tax for the second year would be based on the 
average taxable income for the two years, and that for the third year on 
the average taxable income for the three years. This procedure would be 
continued for the period of time established as the averaging period 
and, upon reaching the end of that period, the first year would be dropped 


and the current year added. 


If it were made available on an optional basis we would have no funda- 
mental objection to the use of a moving average as the method of relief. 
Indeed, because each year affects average income for the sequence of years 
of the averaging period, the moving average creates fewer uncertainties for 
the taxpayer than the~block average approach. Under the latter approach 
the taxpayer has to decide whether or not he should "use up” a particular 


year, for each year can be included only once in the average. However, the 
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moving average is slightly more complicated than the block average, and 
the advantages do not seem great enough to warrant the change from the 


block approach which is now in use for farmers and fishermen. 


Deferment of Tax 


Under this option, the taxpayer would be permitted to spread his 
payment of taxes on lump sum payments forward over a period of years. This 
method was actually used in Canada in 1946, in respect of certain lump sum 
payments. It was abandoned after a very short experience, presumably on 
the grounds that there were too many circumstances, such as death or 
bankruptcy of the taxpayer, in which the government would be unable to 
collect the tax due. This difficulty would be avoided if the taxpayer 
were required to post a bond, or the government were provided with some 
other form of security. We recommend in Chapter 17 that taxpayers in 
receipt of non-cash gifts against which the donee cannot borrow should 
be given an extended period of time for the payment of the tax which is 
attributable to the gift; we also recommend that interest should be 
charged and safeguards adopted to ensure payment. 

Carry-over of Unused Personal 
Exemptions or Tax Credits 

This method would permit a taxpayer who did not utilize his full 
personal exemptions or tax credits in a tax year to carry over to a 
subsequent year or years the unused portion of these exemptions or credits. 
Unused exemptions or credits are almost invariably applicable to taxpayers 
in the lower income tax brackets, and the introduction of such a measure 
might well mean that many such taxpayers would be relieved of all or a 
substantial portion of their taxes, perhaps for a period of years. The 
approach to block averaging that we recommend would, in effect, allow 


the carry-over of personal tax credits within the averaging period. 
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Income Adjustment Accounts 


Some taxpayers have substantial income for a limited period relative to 
their probable future income, for example, some professional athletes or 
other entertainers in their peak years. Yet to offer special relief only 
to named occupations is clearly discriminatory; and to allow all taxpayers 


long averaging periods is not feasible on administrative grounds. 


There is, we believe, a method of providing a form of long-term forward 
averaging that is administratively workable. The method would involve the 
use of what we have called Income Adjustment Accounts. These accounts, in 
the form of non-interest-bearing government deposits, would provide a method 
of granting relief to all taxpayers rather than to certain taxpayers for 
special circumstances. The Income Adjustment Accounts would permit a 
taxpayer to deposit part of his income with the government and deduct that 
amount from his income for the year in which the deposit was made. With- 
drawals from these Accounts would be added to income in the year withdrawn, 
They would thus provide a form of "do it yourself" forward averaging without 
the drawbacks of most forward-averaging schemes. The taxpayer would surrender 
his economic power and postpone his tax liability, but he would "pay" for 
the postponement privilege by forfeiting the income that otherwise would 
be earned on the amount deposited. The system would therefore be self- 
policing. If future income did not fall, so that lower marginal rates 
could not be applied in the future, the depositor would have paid a post- 
ponement fee in the form of forgone income. It is this need for a post- 
ponement fee that has led to our recommendation that no interest should 
be paid on these deposits. In addition we feel that the payment of any 
interest, even at a nominal rate, would provide the Income Adjustment Accounts 
with an unfair competitive advantage over banks, trust companies or other 


institutions receiving deposits 12/. 


These Accounts would not be without their limitations and problems. 
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there would have to be a minimum time period before a deposit could be 
withdrawn to prevent a short-term deposit over the year end being used 

to postpone tax for one year. It would be important to prevent taxpayers 
borrowing against their Income Adjustment Account deposits, and therefore 
deposits in the Accounts would have to be non-assignable. They would be 
of no assistance to those who receive income in the form of non-marketable 
assets. Although this form of averaging would therefore be inadequate as 
the only form of relief, we believe it would have many advantages as a 
supplement to the traditional averaging techniques if a few safeguards 


were applied. 
Registered Retirement Income Plans 


In Chapter 16 we recommend that contributions to defined Registered 
Retirement Income Plans should be deducted from current income within 
limits related to the annual income that could be obtained under such 2 
plan from age 65. In addition, the investment income or property gains 
generated would not be taxed when received by the trustees of the plans. 
Payments from the plans would be brought into income when received. There 
would be few restrictions on the assets that could be held by the plans, 
and therefore it would be possible to contribute real property to them. 
The deferment of tax on the income generated by the assets held by such 
plans until received by the taxpayer, would continue to constitute an 
extremely important concession designed to encourage low and middle 


income individuals and families to provide for their retirement. 


These Registered Retirement Income Plan provisions also provide a 
liberal and flexible method of averaging for low and middle income tax 
units that receive large lump sums, such as gifts, bequests or windfalls. 
If the individual or family had not already reached the limit imposed on 
contributions to such plans, and it is extremely unlikely that low income 
people would have done so, given the limits we suggest, a substantial 


contribution could be made in one year and the contribution deducted 


from income. Any withdrawal would be brought into income, but the penalty 
which would normally apply on withdrawals before the age of 60 would not 
be applicable if the withdrawals did not increase total income for the 


year over $7,000. Further discussion of these plans is contained in Chapter 


16. 
Treatment of Losses 


The carry-back and carry-forward of realized losses, in order to reduce 
net gains of earlier or subsequent years, provides a method of income aver- 
aging. Although we think it would be necessary to impose some restrictions 
on the deductibility of losses, primarily to ensure that personal consumption 
expenditures are not deducted, our basic proposal which is discussed in 
Chapter 9 would allow most losses (to the extent that they exceed other 
income for the current year)to be carried back for two years and forward 
indefinitely. These losses should be deductible from net gains of all 
kinds. Our proposed treatment of losses would make it possible to level 


out income more than has been possible under the present tax system. 
Asset Revaluation 


Permitting the revaluation of some assets to their demonstrated market 
value at the discretion of the taxpayer also provides a method of averaging. 
We recommend that a taxpayer should be permitted, without actually realizing 
gains or losses, to pay some of his potential tax liability on his unrealized 
property gains in low income years, and obtain relief by including unrealized 
losses in high income years. In Chapter 15, we discuss the optional reval- 
uation provisions that we recommend. 

RECOMMENDED TREATMENT OF 
LUMP SUM AND FLUCTUATING INCOMES 

It should be made clear at the outset that the recommendations in this 
chapter should be applicable only to Canadian residents. To permit non- 
residents the relief contemplated for irregular income would raise serious 


administrative problems. 
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Block Averaging 


The advantages of a general averaging provision over a piecemeal system 
of relief have been outlined. In the belief that the problem of lump sum and 
fluctuating incomes is sufficiently widespread to require a more adequate 
method of granting relief than now exists, we recommend that a block averaging 
provision should be introduced that would be available to all taxpayers. 
However, to reduce the administrative problems that such a provision would 
entail, there should be restrictions, at least initially, based on both a 
minimum fluctuation in income and the minimum tax saving that would have 
to be obtained before the block averaging hansen could be employed by 
a taxpayer. We expect that it might be possible at some future time to 
remove these restrictions and to allow everyone to average regardless of 
the amounts involved. However, we suggest the use of limitations initially 
to ensure that the provision can be easily administered. Such a general 
block averaging provision would provide the same kind of’ treatment for 
all taxpayers whose incomes fluctuate frequently, or who move quickly from 
a low income bracket to a high income bracket or vice versa. It should be 
emphasized that our recommendation would allow averaging whether income was 
rising or falling. It would also provide a means of mitigating the severity 
of the tax burden in respect of lump sum income payments of any kind which 
are received by a taxpayer. In order to provide the taxpayer with an adequate 
period of time in which to determine his status in relation to any change in 
his tax unit, to carry back losses of subsequent years, if applicable, and 
to decide which years should be averaged, there should be an extended period 
for filing amended returns if the only change is to make an election to aver- 
age and to claim a refund based on that election. However, in order to avoid 


undue deferment of election, no interest should be payable on such a refund. 


The block averaging system has the advantage of already being an accepted 
part of Canadian tax legislation, and it appears to have operated to the 


reasonable satisfaction of both taxpayer and administrator. We do not think 
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that the advantages of the more complicated moving average system discussed 
above would justify its adoption at this time. As experience is gained by 
taxpayers and by the administration, adoption of more refined techniques 


should be considered. 


We suggest that the block averaging provision be made avaliable to all 
resident taxpayers. We believe it is desirable to have all tax units treated 
in a similar manner, and with a few exceptions that we deal with later in this 
chapter, to accord similar treatment to all kinds of fluctuating or lump 
sum income. Adoption of a general averaging provision would permit the 


repeal of all of the existing piecemeal provisions. 


Period of Averaging. It is necessary in a block averaging system to specify 
over what term or period of years income can be averaged. The period must 
be long enough to level effectively the peaks of income, but not so long as 
to create an impossible administrative task in recomputing tax on many 
returns for many earlier years. Three~year averaging would appear to be 

the minimum that would take care of most income fluctuations; five-year 
averaging is probably the maximum administratively feasible period. At 
present, farmers and fishermen are entitled to use a five-year block average. 
In order to avoid worsening the position of these two groups and because we 
think it is practical, given the methods of data storage and handling now 
available, to treat all taxpayers in the same way, we recommend that a 
five-year rather than a three-year averaging period should be adopted. 

Only consecutive years, with no years omitted, should be included in an 
averaging period. No overlapping of years in different averaging periods 
should be allowed except upon death or on giving up Canadian residence, for 
the reasons given later in this chapter. Only years in which the taxpayer 


had been resident in Canada should be included in an averaging period. 


The five-year period should be treated as the maximum number of years 
that could be averaged. Taxpayers should be permitted to average over 


shorter periods if they wished to do so. 
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Restriction Related to the Size of the Tax Saving. To keep the administrative 


problems of a general averaging scheme within bounds, relief in respect of 
lump sum and fluctuating incomes should be provided, at least initially, 

only where fluctuations in the tax liabilities are substantial. Therefore 

we recommend that the right to average should only be available when the 
income in the lowest income year of the averaging period is less than 75 

per cent of the income in the highest income year of the period. In addition, 
tax relief should be allowed only to the extent that the reduction in tax 
resulting from the averaging procedure exceeded $50. These restrictions 
would eliminate small claims and would restrict the use of the provision 


to those with material fluctuations in income. 


Method of Calculation. The calculation to determine the tax credit (or 
refund), for those with fluctuations of income in excess of the limit, 


should be as follows: 


1. For the years being averaged, the incomes, tax credits, and tax payable 


would each be aggregated. 


rae An appropriate special averaging rate schedule would be used to arrive 
at the tax payable before tax credits on the aggregate of the incomes 


after loss carry-over and charitable and medical deductions. 


oF The total of the tax credits claimed in the years concerned would be 


deducted from the tax payable computed sis a 


4, The amount obtained in 3 would be compared to the total of the actual 
taxes paid for the years concerned. If the actual taxes paid were less 
than the amount in 3, then the fluctuation of income would not have 
been sufficient to produce a benefit under the averaging procedure. 

If the actual taxes paid exceeded the amount in 43, then the difference 
would be claimed as a tax credit from tax otherwise payable in the year 


or as a refund. 
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The use of the special averaging rate schedules would mean that only one 
computation of @ new tax payable would be necessary, instead of a new computation 
for each year averaged. Changes in tax rates would be reflected in these 
schedules, so that a taxpayer would not have to refer back to the rate schedules 
of prior years. There would be separate individual and family rate schedules 
for the two-, three-, four- or five-year periods eligible for block averaging , 
The averaging schedules would represent an aggregation of the individual 
schedules for the years concerned. Thus, if for each of five successive years 
$10,000 of taxable income was subject of $2,260 in tax and the next $2,000 
of taxable income was taxed at 35 per cent, the five-year rate schedule would 
show that $50,000 of taxable income was subject to $11,300 in tax with the 
next $10,000 of taxable income being taxable at 35 per cent. In addition, 
and to save a separate computation, the rate schedule would include in each 
of the income tax totals a further basic amount of $50, this being the amount 


of the reduction in tax that would not be refundable. 


There are alternative methods of computing the tax adjustment under a 
block averaging procedure. For example, it would be possible to establish 
a minimum income fluctuation and to only allow the amount in excess of such 
fluctuation to be averaged. However, we feel that the procedure we have 
recommended would limit the election to those cases where it would be of 
some importance to the taxpayer and would reduce the necessary computations 


to a minimun. 


Starting and Ending Points. The starting point for block averaging would be 
the first full year in which a particular tax unit came into being. In 
Chapter 10, we recommend that tax units would be formed at the beginning of 


the year in which any of the following circumstances occurred: 


1. When an individual lost his or her dependant status otherwise than by 


marriage, an individual tax unit would be formed. 


2, When a family tax unit was formed through marriage. 
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Ds When a divorce or a legal separation took place and each spouse formed 
a new tax unit; if a spouse retained custody of a dependent child or 
dependent children this would be a new family unit; otherwise it would 


be a new individual unit. 


4, When an unmarried woman had a child and retained custody of the child 


a new family unit would be formed. 


ee When an unmarried individual adopted one or more children a new family 


unit would be formed. 


6. When an individual or a family became resident in Canada an individual 


tax unit or a family unit would be formed. 


The end of a period for block averaging should not be later than the 
termination of the taxable unit. In Chapter 10, we also recommend that a 


family unit would terminate when any of the following circumstances occurred: 
dg The death of a surviving spouse who had no dependent children. 

rae The remarriage of a surviving spouse. 

be The divorce or legal separation of spouses. 


h, If all members of a tax unit ceased to be resident in Canada and did 


not elect to continue to be taxed as Canadian residents. 


De If the family unit consisted only of dependent children and the last 
of those children ceased to be dependent through marriage or otherwise, 


or died. 


An individual tax unit would terminate in the event that the individual 
died, ceased to be resident in Canada, married or acquired a dependent child 


or dependent children through birth or adoption. 


Because the first year of an averaging period could not be earlier than 
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the first year in which a particular tax unit came into being, newly independent 
individuals would not be entitled to include in the averaging period years 
when they were dependants and had no taxable income. Similarly, recently 
married couples would not be entitled to include in the computation years 


when they were single and taxable at higher rates. 


Where one of the spouses in a family unit had filed separate returns 
for consecutive years, he or she should be entitled to make an election for 
the averaging of income for those years. However, a family unit as a whole 
should be entitled to average income only for consecutive years in which 


joint returns were filed. 


When the family unit has been reduced to one member, the unit would 
continue but, as we have said, tax liabilities would be determined on the 
individual rate schedule. It should be provided that when block averaging 
has been applied under this circumstance the tax would be determined on the 
basis of the individual rate schedule for the whole averaging period. This 
would restrict the advantage that could be derived from averaging on the 


death of one spouse where there were no dependants. 


We recommend that on the death of a taxpayer there should be realization 
of his property gains except for property transferred to members of his 
continuing family unit. We also recommend a deemed realization of property 
gains under certain other circumstances. This could result in substantial 
income in that year. To ensure that the income for the year in which such 
a realization or deemed realization took place could be averaged over five 
years, we suggest that, on the termination of a taxable unit because of death 
or ceasing to be resident in Canada, backward averaging should be permitted 
for the previous five-year period, even though one or more of those years 
had already been used in an earlier block averaging election. In this case 
the income to be taken into account for each year which was in the previous 
block averaging perfod would be the average income for that period and credit 
would be given for the tax calculated under the previous averaging which is 


attributable to that income. 
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It should be pointed out that by relating the block averaging period 
to the life of the taxable unit rather than to the sources of income of the 
members, there would frequently be large refunds in the early years of retire- 
ment. However, if averaging were limited to working years only, some taxpayers 
might be able to avoid the limitation because of the difficulties in defining 
retirement. We also believe a worth-while social purpose would be achieved by 
this form of relief to persons who experienced a sharp drop in income on re- 


tirement. 


Moreover, Our approach would permit families to average their incomes 
after the death of the income-earning spouse and, in effect, to obtain a 


tax rebate for earlier years of higher income. 


Treatment of Losses. Where losses had been incurred by a tax unit prior to 
the commencement of the averaging period, these losses would be available to 
reduce income for one or more years in the averaging period. In this way 
such losses would be taken into account in the block averaging calculation. 
Similarly, if losses were incurred in one or both of the two years following 
the end of the averaging period, such losses would be eligible to be carried 
back so as to reduce the income for one or both of the last two years in the 
averaging period. We recommend that the time for making an election to 
average should be extended sufficiently to permit the carry»back of such 


losses. 


If a loss occurred in a year which was within the averaging period, this 
loss could be applied in the usual way to reduce income for other years which 
may be prior to or within the averaging period or both. Any such loss, to 
the extent that it had not been fully used up by the end of the averaging 
period, should be allowed as a deduction in computing the aggregate income 
for the averaging period. The amount of the loss so deducted would not be 
eligible to be carried forward to subsequent years. It should be noted, 
however, that a taxpayer would not be required to make an election to average 
his income and if he did not do so the loss would continue to be available 


for carry-forward and application against income of subsequent years. 
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Comparison with United States Provision. Although we recognize that the 
United States approach has some administrative advantages over our block 


averaging proposal, we think that, on balance, our proposal is superior 

to the United States method. In particular, we think that there is as 
much, if not more, justification for giving relief when income- declines 
sharply as when it rises sharply. The conditions under which the United 
States method bestows relief are exceedingly capricious. If the United 
States method were modified to provide relief when income changed in either 
direction, and if the tests of eligibility were reduced, we would consider 


it a satisfactory alternative to our proposal. 


Administration. We do not wish to minimize the magnitude of the additional 
work that adoption of our proposal would create. It would mean an increase 
in the work load of the administration and more record keeping by taxpayers. 


We are convinced, however, that the additional cost would be fully justified. 


Income Adjustment Accounts 


On equity grounds we think there is as much reason to allow a taxpayer 
to take his expected future income into account in determining his current 
tax liability as to allow him to take his past income into consideration. 
This is in general ruled out under block averaging. Moreover, by restricting 
the block average to a five-year period, the longer swings in income, such 
as the substantial earnings of professional athletes, actors, and writers in 
their peak years, may be given inadequate relief. To overcome these two 
limitations of the block averaging scheme, we also recommend that a system 
of Income Adjustment Accounts be adopted. Like block averaging, these Accounts 
should be made available to all taxpayers on an optional basis. It should 
be noted that by combining both of these averaging devices it would be possible 
to average one year's income over a substantial period. Part of the income 
for the year could be deposited in an Income Adjustment Account and averaged 
forward for an indefinite number of years, while the other part of the income 


could be averaged back five years. Income Adjustment Accounts should be non- 
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transferable, non-negotiable and non-interest-bearing deposit Accounts 


administered by the government. 


Deposits into Income Adjustment Accounts made during the calendar year, 
and within sixty days of the end of the calendar year, should be made deducti- 


ble from income for that year for tax purposes. 


Limitations of Reductions in Current Income. We would not limit the amounts 
of deposits in these non-interest-bearing Accounts. By allowing the deposit 
of all gains on disposition of property, the low or middle income taxpayer 
with infrequent gains could spread the gain ee a number of years and reduce 
his tax accordingly, while the taxpayer who regularly received such gains 
would have no advantage. The same would be true of other lump sum receipts, 


such as gifts or gambling gains. 


Speculation. Unless the use of the Income Adjustment Accounts was restricted, 
there would be some danger that taxpayers might use them when they expected 
that personal income tax rates might decline, or as a means of temporarily 
deferring payment of their tax liabilities. They could reduce their incomes 
by making deposits just before the end of the year, in the knowledge that 
they could withdraw the funds early in the subsequent year, and so use the 
Income Adjustment Accounts to speculate or to defer taxes at virtually no 
cost except the loss of interest on their funds over this short period. To 
reduce the profitability of such a procedure it would be necessary to require 
that the balance in a taxpayer's account could not be less than the sum of 


the deposits made within the previous twelve-month period. 


The use of Income Adjustment Accounts would imply that all income was 
taxed at some point, but that the time pattern of income received and of 
income subjected to tax could be different. The taxpayer would not, however, 
gain by deferment of tax as such, because the provisions of such Accounts 
would be designed so that the taxpayer who made deposits when his marginal 


rate of tax was 50 per cent and made withdrawals when his marginal rate was 
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also 50 per cent would suffer a loss, because he would receive no income 
thereon, as compared with the taxpayer with the same income experience who 
made no deposits or withdrawals but paid his tax at the time he earned his 
income. The man with fluctuating income could, of course, gain by using 
the Accounts, although where small changes in marginal rates were involved, 
the gain would be at least partly offset by the lack of income from the 
funds deposited. The government would obtain the use of the money on an 
interest-free basis and accordingly would not suffer by deferment of the 


tax liability. 


Withdrawals. Withdrawals from Income Adjustment Accounts should be added 

to taxable income in the year in which they were made. It would be prudent 

to provide that sums withdrawn should be subject to a withholding tax. The 
evasion problem should not be serious, because the administrator of the Accounts 
would report all withdrawals. A withholding rate of 30 per cent should be 
acceptable. Of course, the amount taken into income by the taxpayer should 

be the gross withdrawal before deduction of withholding tax, and credit would 
be given, if necessary in the form of a refund, for tax withheld at source 


by the administrator. 


It must be borne in mind that the purpose of the Income Adjustment Ac- 
counts is to allow the taxpayer to spread his income more evenly to escape the 
high marginal rates that would apply in years of unusually high income. It 
is intended that taxpayers defer but not escape tax on the deposited income. 
Therefore, the general rule should be that funds deposited by a tax unit must 
eventually be taxed as the income of the same tax unit. In particular, the 
deposits should not be transferred to beneficiaries outside the unit without 
being subject to tax in the hands of the depositing unit. However, to avoid 
creating barriers to marriage and divorce, we would not require individuals 
to bring their Income Adjustment Account deposits into the income of the 
terminating individual tax unit before marriage, nor would we require spouses 
to bring such deposits into the income of the terminating family tax unit 


before divorce or legal separation. 
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When a taxpayer emigrated, any balance that remained in his account would 
have to be brought into income in the last year he filed a return as a Canadian 
resident. This procedure is discussed in more detail in Chapter 15. If he 
satisfied the administration that he would meet his tax liabilities, the 
taxpayer could withdraw the deposit in the usual manner whenever he chose to 


do so. 


To limit the possibility of the pyramiding of tax liabilities at death, 
we believe it would be desirable to require that all individual tax units 
withdraw all deposits on or before reaching the age of 60 and that family 
units should withdraw all deposits on or before the date on which the youngest 
member of the unit reached the age of 60. Such a provision would prevent most 


units from postponing their tax liabilities until death. 


Modification of Income Adjustment Accounts. A modification would be necessary 
to accomodate the aggregation of dependant and family income. The general rule 
should be that Income Adjustment Account deposits made by a tax unit must, on 
withdrawal, be brought into the income of the same tax unit, in order to prevent 
tax-free transfers of property between units. We recommend that a further 
exception should be made to this rule to provide some flexibility with respect 


to the aggregation of the dependant's income with family income. 


As we pointed out in Chapter 10, we believe that the system should 
require dependants in receipt of gifts from outside the family, and in 
receipt of employment or business income earned at arm's length in excess 
of the $500 exemption, to aggregate all or part of this income with the 
income of the family for tax purposes. However, because the dependant 
and the family may not consider these receipts to be income available for 
current consumption, we suggest that the dependant should be able to deposit 
these amounts in special Income Adjustment Accounts in the year they were 
received. The deposits would be made in the name of the dependant and 
would be deductible from the income of the family. The family would not be 
required to bring these deposits into npepihtl the time the cependent loses 


his or her dependant status, although withdrawals made while the dependant 
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is still a member of the unit would be included in the income of the family 
unit. Deposits could be withdrawn later and brought into the income of the 


tax unit of which the former dependant was then a member. 


These deposits should earn interest for the period during which the 
depositor was dependent. Only a modest rate of interest should be paid to 
compensate for the fact that, in principle, the deposit should be subject 


to tax and only the after-tax deposit should earn a return. 
Other Procedures 


The two general relief measures we have advocated would meet the situa- 
tions encountered by most taxpayers most of the time. But we recognize that 
it is important for acceptance of the comprehensive tax base that generous 
averaging be provided in all the circumstances which, although infrequent, 
can nevertheless produce hardship. We therefore suggest the adoption of a 
few special relief measures. What we have tried to do is to give special 


relief in special circumstances and not to special groups. 


Deferment of Tax Payments. As we envisage the Income Adjustment Accounts, 
only cash deposits would be accepted. For those who received non-cash 
income, had no cash on hand and could not borrow, the Accounts obviously 
would not be helpful. Taxpayers would, of course, be able to utilize the 
block averaging provisions for this kind of income. However, a liquidity 
problem could still exist and for this reason we suggest that those in 
receipt of gifts or other income that is in a non-liquid form should be 
allowed, on the provision of adequate security, to pay the tax on this part 
of their income, with interest, over a period of, say, five years. This is 


discussed in Chapter 17. 


Registered Retirement Income Plans. There are some other procedures, which 
we discuss in greater detail later in this Report, that will also serve to 


even out income fluctuations. 
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In Chapter 16 we discuss the details of our proposals for Registered 
Retirement Income Plans. The important aspect for averaging purposes is 
that the only limit on annual contributions we propose is one that would set 
the maximum amount that could be accumulated in the plan at any one time. 
Thus, a taxpayer who received a relatively large amount of income in one 
year and had not already made full use of his Registered Retirement Income 
Plan, could make a substantial contribution to such a plan and deduct the 


amount of such a contribution from income. 


In Chapter 16 we also discuss the feration of government and private 
insurance plans that provide for the continuance of income when unemployment 
or accident reduces or ends the earning capacity of the taxpayer. For these 
types of plans, such as workmen's compensation, unemployment insurance, 
supplementary unemployment insurance, and sickness and accident insurance 
of a salary continuance nature, we recommend that premiums should be deductible 


and benefits taxed in full when received. 


Although these provisions are not averaging devices, they would encourage 
a form of income spreading to maintain a certain minimum level of income. 
Thus, they would encourage the individual himself to provide for periods when 


his income might otherwise be less than average. 


Property Revaluations. In Chapter 15, we suggest that holders of property 

should be permitted to revalue such property, either up or down, to reflect 
current market prices. Although we would not expect many taxpayers to re- 

value their property upward, nevertheless such revaluations might be ad- 


vantageous in years when income was relatively low. 


Registered Annuities. We also recommend that the recipient of certain kinds 
of lump sum payments, such as damage awards related to the loss of future 
income, should be permitted to exclude such amounts from income if they were 
used to acquire government annuities registered for this purpose. - Payments 


from the annuity would have to begin immediately and would be included in 
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income in the years received. This election would be of assistance in a 


limited number of cases. 


Income Subject to Averaging 


It is useful to distinguish four measures of incomes 


i Net income for the year before the deduction of losses incurred in past 


years. 


By Net income for the year after the deduction of losses incurred in past 


years. 


o> Income as defined in 2 minus charitable and medical deductions. 


h, Income as defined in 3 minus losses incurred in subsequent years. 


We recommend that the following rules should be introduced: 


The allowable medical and charitable deductions should be computed by 


reference to 2. 


Block averaging, or any special averaging provisions on death, should 
apply to 4; however, it could be elected initially on the bases of 3 
and if losses are incurred in the subsequent two years an amended block 


averaging would be filed based on }. 


Reductions of income or additions to income resulting from the use of 
Income Adjustment- Accounts, special deposits for dependants and registered 


annuities would be taken into account in the determination of l. 


By relating the medical and charitable deductions to the net income for 
the year before the deduction of losses incurred in subsequent years, these 
deductions would not have to be recomputed if losses were later carried back 
to reduce the net income for the year or if the income for the year was later 
included as one of a block of years for averaging purposes. This would be 


an important administrative advantage. It would also mean that tax eredits 
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unused in low income years could be deducted against the higher taxes imposed 


on the average taxable incomes for the block averaging period. Unused tax 


credits could, in effect, be carried forward within that period. 


CONCLUSIONS AND RECOMMENDATIONS 


It would be unfair to impose substantially heavier taxes on those with 
imcomes that fluctuate from year to year. Equity requires that some 
form of income smoothing be permitted. Without this, taxpayers 

who were able to manipulate the timing of their receipts would have an 


advantage over other taxpayers. 


For administrative reasons we could not recommend the full taxation of 
property gains on a realized basis unless liberal averaging provisions 
were available; the gains might have arisen over a period of years and 
it would be inequitable to tax them as though they arose in the year in 


which they were realized. 


THE PRESENT SYSTEM 


4. 


The present system of piecemeal relief is relatively simple to administer 
but affords special relief to some occupations and some kinds of receipts 
that are no more deserving than others. ‘Some of the relief provisions 
have been too generous; the problems of other taxpayers, such as pro- 
fessional athletes and other siguee ecient have been ignored. The 


present averaging provisions are extremely complicated and are inequitable. 


DESIRABLE ATTRIBUTES OF 
AN AVERAGING PLAN 


4, 


We believe that an averaging system should have the following attributes: 
a) It should be available to taxpayers on an optional basis. 

b) It should be neutral among kinds of gains. 

c) It should permit both forward and backward averaging. 

a) It should take into account relatively few earlier years to reduce 


the administrative problem. 
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We have developed our proposals in the light of these criteria. 


BLOCK AVERAGING 


5. 


We recommend the introduction of a block averaging system which would 
be available to all resident individual and family tax units. The 
averaging period should be five years, although taxpayers should be 
able to average fewer years if they wished to do so. Only consecutive 
years, with no years omitted, should be included in the block of years 


for averaging. 


Except where there has been a realization or deemed realization of 
property gains upon the termination of a tax unit because of death, 
or on giving up Canadian residence, a year once used in a block of 
years for averaging purposes should not be included in another block 


Of yeaysi 


There snould be no restriction on the kinds of income that could be 


averaged or on the direction of the fluctuations in income. 


The only restriction should be that the lowest income in the period 
must be less than 75 per cent of the highest income in the period, 

and that the tax saving brought about by block averaging would be 
reduced by $50. We suggest these restrictions to reduce administrative 
costs. With experience and increased mechanization, these restrictions 


might be dropped. 


The first year that could be included in a block of years to be averaged 
should be the first full year in which a particular tax unit was in 
being. The last year that could be included in a block of years to be 
averaged should be the year in which the particular tax unit terminated. 
Generally speaking, this would result in refunds of tax after retirement, 


and after the death of the income-earning spouse. 


10. 
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Losses carried forward or back from years outside the averaging period 
could be taken into account in computing the income which was being 
averaged. Unused losses incurred in the averaging period would be 
deductible in computing the averaged income, but to the extent they 
were so used by reason of an election to average, they would not be 


available for future carry-forward. 


ME ADJUSTuanNT ACCOUNTS 


We also recommend a system of Income Adjustment Accounts that would 
make it possible for taxpayers who expect reductions in future income 
to reduce their current income by making non-transferable, non-negotiable, 


non-interest-bearing deposits with the government. 


When used in conjunction with the block averaging system, Income Adjust- 


ment Accounts would make it possible to spread income over many years. 


There should be no restrictions on the amount of income that could be 
deposited in any one year. It would be necessary to impose a few re- 
strictions on the timing of withdrawals to prevent speculation on 
changes in tax rates and postponement of tax through deposits made 


just before one year end and withdrawn early in the following year. 


Because the Income Adjustment Accounts would be non-interest-bearing, 
taxpayers would pay a price for tax postponement. This would make the 


system self-policing. 


A refundable withholding tax should be imposed on withdrawals, in order 


to prevent evasion. 


To prevent a conjunction of taxes at death, the use of Income Adjustment 


Accounts should be denied to individuals of advanced years. 


The funds deposited in an Income Adjustment Account by a tax unit should, 
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with certain exceptions, be taxed on withdrawal to the same tax unit 
to prevent tax-free transfers of property between tax units. These 
funds would be taxable in a year in which all members of the tax unit 


ceased to be resident in Canada. 
MODIFICATION FOR DEPENDANTS 


18. Dependants should be allowed to make Income Adjustment Account deposits 
not exceeding gifts received from outside the family and the annual 
employment or business income earned at arm's length by the dependant 
in. excess of the $500 exemption. These deposits should bear a low rate 
of interest while the depositor remained a member of the family unit. 
Unlike the general treatment of Income Adjustment Accounts, the family 
should not have to bring the dependant's deposit into family income 
when the child ceased to be dependent. It should be taxed to the tax 
unit of which the former dependant was a member at the time of the 


withdrawal. 
RETIREMENT INCOME PLANS 


19. Under the proposed treatment of Registered Retirement Income Plans 
discussed in Chapter 16, we recommend that contributions to such 
plans should be deducted from current income within limits related 
to the annual income that could be obtained under such plans from 
age 65. Withdrawals could be made before age 60 without the usual 
penalty applying to such withdrawals if income, including the 
withdrawal, did not exceed $7,000 a year. The income earned by 
the assets of such plans would not be taxed until paid out. Because 
the recommended limits are high, it would be possible for most taxpayers 
in receipt of a substantial lump sum to make a large contribution in 
that year and defer tax until retirement or until annual income fell 


below $7,000. 
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PROPERTY REVALUATIONS 


20. We propose that taxpayers be permitted to revalue their property up or 
down to reflect current market prices. Gains could thus be brought into 


income in low income years and taxed at lower marginal rates. 


REGISTERED ANNUITIES 


Pax To put those in receipt of lump sum settlements for damages or compensa- 
tion for accidents on the same basis as those who received monthly pay- 
ments, we recomxend that such sums should be deductible from income if 
used to purchase registered government annuities. Payments from such 


annuities would be brought into income when received. 
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Internal Revenue Code, sections 1301-1305, applicable to taxable years 


beginning after December 31, 1963. 


For a detailed discussion of this complicated subject, see W. Vickrey, 


Agenda for Progressive Taxation, New York: The Ronald Press Company, 1947. 


If these accounts paid interest, even at a below-market rate, private 
financial institutions would be at a competitive disadvantage with the 
government because the combined value of the tax savings and interest 


could well exceed the return paid on private deposits. 
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CHAPTER 14 
EMPLOYMENT INCOME 


In this chapter we are primarily but not exclusively concerned with the 
taxation of employees. Many of the problems discussed here relate primarily 
to the taxation of employees but are not confined to them. The recommendations 
we make with respect to the taxation of non-cash benefits and the deduction 


of personal expenses apply also to other taxpayers. 
Income and Deduction Problems 


The comprehensive tax base, like the present Act, calls for the taxation 
of all net gains in cash or kind derived from the performance of personal 


services. There are three problems in achieving this result. 


First, there is the problem of determining when the remuneration paid 
by the employer is to be included in the income of the employee. Although 
the present procedure of taxing an employee on the cash basis generally poses 
few difficulties, there are instances when an employer will deduct an amount 
that is set aside for the benefit of an employee, but, because it is not 
immediately paid to him, the employee does not include such amount in income 
until it is received in a later year. The effect is to defer the payment of 
the tax liability, a result which we believe is inequitable and should 


therefore be corrected. 


Second, it is extremely difficult to determine when and to whom employers 
provide non-cash benefits and to value these benefits on a consistent basis. 
Failure to enforce a law that purports to tax non-cash benefits will in- 
evitably result in a loss of respect for the tax system, while to change the 
law to exclude non-cash benefits from tax would provide some individuals 


with an inordinate tax advantage. 


Third, while employees should be able to deduct the expenses they have 


incurred in the expectation of generating employment income, it is imperative 
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that tne deduction of versonal living expenses should be prevented. The 
distinction between tne two kinds of expenses is often unclear. With a 
multitude of employees, each with many expenses, the application of the 
principle to the particular facts relevant to every expense of every employee 


is utterly impossible from an administrative point of view. 


There is no denying that these difficulties are severe; there is also 
no denying that the present system falls far short of an adequate solution 
to any of them. The present system discriminates unfairly among different 


employees and between employees and the self-employed. 


The major discrimination among employees arises because some can arrange 
to receive part of their remuneration in the form of untaxed "fringe" benefits 
while other employees cannot. The present law provides for the taxation of 
such benefits, but the administration has been unable to enforce the law 
effectively. The unequal application of the law means that some employees 


do not bear their fair share of the tax burden. 


With literally millions of transactions taking place every month, general 
provisions such as those currently on the statute booxs are, to a substantial 
degree, an empty gesture. It would take an.army of assessors and a battery 
of courts to apply the law effectively. A system consisting of a few general 
put unenforceable provisions inevitably degenerates into one where a few 
are capriciously taxed while the abuses of the many go untouched. We are 
reluctant to recommend arbitrary tax provisions, but we are convinced that 
arbitrary provisions that err on the side of liberality and are fully enforced 
would provide more real (if rough) justice than general provisions that are 


inconsistently enforced. 


The unfair discrimination between employees and the self-employed arises 
primarily because the self-employed can, in computing their business or pro- 
fessional income, deduct all reasonable expenses incurred for thé purpose of 


producing such income. Employees, in computing their income from employment, 


can only claim a few specified deductions as set forth in sections 5 and 11 
of the Income Tax Act and no other deductions whatsoever. Skilled manual 
workers and employed professionals are particularly affected by these 


stringent limitations on deductions 1/. 


Before discussing the major features of the present system in Canada 
and other countries, and our specific recommendations, we wish to make a 


few remarks about the approach we have adopted. 
Taxation of Benefits 


The tax treatment that should be accorded most benefits from employment 
is usually perfectly obvious. When an employer makes a contribution to an 
employee retirement income plan or sets aside an amount that is to be paid 
to an employee at some later date or pays a life insurance premium for an 
employee or offers attractive stock option or profit sharing plans, it is 
clear that the employee is being remunerated by the employer and that the 
employee should pay tax on this remuneration when it is received or applied 
for his benefit or when he has a right to receive it or when the employer 
establishes a non-contingent liability to the employee. More difficult 
problems arise with respect to the element of remuneration that may be con- 
tained in the employee's expense account or in the consumer goods and services 


provided the employee by his employer while performing his duties. 


The difficulties in taxing amounts that are set aside or put into trust 
for the benefit of employees are part of the overall problem of determining 
when an amount is to be included in income. In Chapter 9 we expressed our 
belief that although the employee should, in general, only be taxed when he 
actually received an amount, it is necessary to ensure that such an approach 
does not lead to deferment of tax liabilities. Because the employer will 
generally be in business and therefore will be recording his accounts on an 
accrual basis, it is necessary to ensure that a deduction is not claimed by 


the payer without the amount simultaneously becoming income to the beneficiary. 
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To do otherwise would be to invite taxpayers to make arrangements that 
result in tax deferment. Therefore, we recommend that the basic approach 
should be to deem that an employee had "received" a benefit at the time an 
amount paid or accrued by the employer was deducted in computing the income 


of the employer. 


We have adopted four basic rules for the taxation of non-cash benefits: 


1. Wherever possible the recipient of a non-cash benefit should bring into 
his tax base what the benefit would cost if he purchased it in the 


market and not the cost to or revenue forgone by the employer. 


2 It must be assumed that the recipient of a non-cash benefit had a choice 
between the non-cash benefit and the receipt of a taxable cash payment 
equal to the cost which would be incurred if the benefit were purchased 


in the market. 


I i When, in the course of carrying out his work, an employee is provided 
with consumer goods and services by his employer, there may be an element 
of personal benefit. Because the market value of the personal benefit 
in each case cannot be ascertained on a simple and consistent basis, 
there should be arbitrary limits on the costs of such goods and services 
which are regarded as expenses of earning income. A living expense of 
an employee paid by an employer in excess of these limits would be 
deemed to be a personal benefit to the employee. Expenses over these 


limits should be brought into the tax base of the employee. 


4, Where a common facility provides benefits in kind to a number of in- 
dividuals simultaneously, the market value of the benefit provided by 
the facility should be included in the incomes of those who enjoy it, 


according to their relative benefit. 


We have tried to develop enforceable tax provisions consistent with these 


rules. 
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In order to perform their duties, some employees are required by their 
employers to travel (as distinct from commute), to live away from home and 
to entertain clients or staff. An employee required to do these things may 
be provided by the employer with food, drink, shelter and transportation or 
he may be reimburged by the employer when he incurs these expenses bb There 


will be an element of personal benefit in the following circumstances: 


ae When the employee is able to enjoy, at the expense of the employer, a 
style of life that is materially better than he provides for himself 


at home. 
ne When the employee's personal living expenses are reduced. 


When the purpose of the trip, dinner, party or entertainment is to 
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satisfy (remunerate) the employee rather than to carry out the 


business of the employer. 


There can be no doubt that the value of the personal benefit element in 
these employer expenses should be brought into the income of the employee. 
There is also no doubt that where employer and employee are dealing at arm's 
length the expense should not be disallowed to the employer 3/. Remunerating 
the employee by providing him with a holiday trip is no less an expense of 
generating business income than paying the employee's salary. Disallowance 
of Pralamense to the employer would be both inequitable and, under some 
circumstances, ineffectual. If the employer were a tax-exempt organization 
such as a charitable institution, disallowance of an employment expense that 
conferred a benefit on employees would be meaningless and the employees of 


tax-exempt institutions could enjoy an advantage compared with other employees. 


To include all of the employee's travelling, living and entertainment 
expenses paid for by the employer in the income of the employee without any 
deductions to the employee would usually result in over-taxation of the em- 
ployee. At the other extreme, to exclude all of these employer-paid expenses 


from the income of the employee, or to allow the employee to deduct all 
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expenses under all circumstances, would open a wide avenue for tax avoidance. 


Some middle ground must be found. 


This problem of separating the element of personal benefit is difficult 
enough, but there is a complication that cannot be ignored. It is not ui-= 
usual for several employees to enjoy simultaneously the same facility 
provided by an employer, and for employees to share the same facility with 
customers or clients. <A company cafeteria providing free meals utilized 
both by employees and customers is not uncommon. Assuming that the market 
value of the meals provided by the employer is known, to whom and how is the 
benefit provided by the cafeteria to be allocated? Does the employer have 
to go to the trouble and expense of recording every meal taken by every 
employee? How could the company allocate part of the benefit to its guests? 
To allocate to the employees the benefits enjoyed by the guests would be quite 
unreasonable. To separate the element of personal benefit in employer-paid 
expenses, yet provide flexibility where the benefit cannot be readily al- 


located to specific employees, we recommend the following approach: 


gh The Regulations should specify the upper limits for travelling and enter- 
tainment expenses that would be exempt where the travelling or entertain- 
ment had a bona fide business purpose. Where there was no business 


purpose, there would be no exemption. 


age The travelling and entertainment expenses of an employee in excess of 
these limits, if paid by the employer either directly or through re- 
imbursing the employee, would be defined as a benefit and would be: 
a) added to the income of the employee, or 


b) subject to a tax levied on the employer. 


a Employers unable or unwilling to allocate a non-cash benefit to employees 
(or others) would be required to pay a special tax on the unallocated 
benefit. Thus, if the employer could not or would not allocate the 


value of the free meals in the cafeteria between employees and customers, 
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or to particular employees, the employer would be required to pay a 


special tax on the unallocated benefit. 


The special tax on the employer would be designed to ensure that the 
cost to the employer would be the same whether the employer provided an 
employee with taxable income or a non-cash benefit that was weutated to the 
employee. To illustrate what would be required, consider an employer who 
paid a taxable cash bonus of $200 to an employee who paid tax on this sum 
at the rate of 50 per cent. The employee could buy $100 worth of goods and 
services in the market from the bonus after tax. The tax on the employer must 
be such that if the employer gave the same employee a non-cash benefit with 
a market value of $100 that was not included in the income of the employee, 
the cost to the employer would also be $200. This could be achieved by 
taxing the employer at the top marginal personal rate on the before-tax in- 
come that an employee in the highest income bracket would have to receive 
in order to buy the benefit with after-tax income. The special tax paid by 
the employer on the non-cash benefit that was not taxed to the employee 
should be treated as an expense to the employer for tax purposes so that the 


cost to the employer would be exactly the same in both circumstances. 
Deduction of Expenses 


We now turn to consider the deduction of expenses by employees. The 
principle involved is clear enough. All of the expenses incurred in the 
expectation of generating net gains, other than personal living expenses, 
should be allowed as deductions from all actual gross gains. Distinctions 
between the kinds and forms of taxable gains, and considerations of whether 
a net gain actually resulted from the expenditures, are irrelevant. The 
major problem would be to allow the deduction of all expenses laid out to 
generate employment income and yet to prevent the deduction of personal 
living expenses. In most cases it would be obvious that a particular expense 
fell on one side of the line or the other, but one area of uncertainty would 


not be dealt with readily. 
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In our view the deduction of expenses by employees and self-employed 
persons should be treated in exactly the same way. The present unfair 
discrimination against employees should be removed. However, because a 
large number of employees would be involved, the task of assessment would 
be enormous if each employee submitted an itemized claim for his or her 
actual expenses. To reduce the administrative problem to manageable pro- 
portions we think it would be necessary to provide an optional deduction of 
a percentage of gross employment income, with a dollar limit, that could be 
taken by an employee in lieu of the deduction of actual expenses. Those 
employees with deductible expenses greater than the percentage deduction 
should be able to deduct their actual expenses. Because self-employed 
individuals would be expected to have expenses in excess of the optional 
deduction proposed, we do not feel that this proposal discriminates in 


favour of employees. 


For greater certainty, and to ensure that some obvious personal living 
expenses would not be deducted, the Regulations should specify those expenses 
that could not be deducted from gross income by employees, or any other in- 
dividual, under any circumstances. Such things as commiting expenses, the 
costs of child care, and recreational club memberships should be explicitly 


denied as deductions from income. 


We now turn to a brief description of the present treatment of employ- 


ment income in Canada, the United States and the United Kingdom. 
THE PRESENT SYSTEM: CANADA 


The word “employment” is defined in section 139(1)(m) of the Canadian 
Income Tax Act as "the position of an individual in the service of some other 
person (including Her Majesty or a foreign state or sovereign)". It is also 
provided in section 139(1)(1a) that "employee" includes "officer", and in 
section 139(1)(ab) that "office" is the position of an individual-entitling 


him to a fixed or ascertainable stipend or remuneration, and includes a 
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judicial office, the offices of a Minister of the Crown, and a member of the 
Senate or the House of Commons or of a provincial legislature. An office 


also includes the position of corporation director. 


It follows that three types of persons are or may be classed as employees 
under the Act: persons who are employees in the usually ‘ind éretoed sense, 
being in receipt of salaries and wages; officers, as defined, who receive 
payment for the offices they hold rather than for the specific work they do; 
and commission salesmen who are under contract to provide services to an 


employer. 


If the same tax treatment were to be applied under our proposals to 
all kinds of income, it would be unnecessary to define employment or income 
from employment. However, because we propose to allow an optional percent- 
age deduction with respect to income from employment in lieu of actual 
expenses, and because some other exemptions are related to employment income, 
for example, employment income of dependent children, a definition would have 
to remain in the Act, although the significance of the definition would be 
greatly reduced. The present definition appears to be adequate for this 


purpose. 
Treatment of Benefits 


Income from an office or employment is brought into charge, together 
with income from all other sources, under section 3 of the Income Tax Act. 
The components of employment income are then set out in detail in section 5 
of the Act, and include not only wages and salaries and other remuneration, 
including gratuities, but also the value of "board, lodging and other benefits 
of any kind whatsoever.,-.received or enjoyed...in the year", but with 
certain exemptions such as an employer's contributions to a pension plan 
and certain other employee benefit plans. All amounts received by an 
employee “as an allowance for personal or living expenses or as an allowance 


for any other purpose", again with certain exceptions, are also included in 
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his income. Allowances for board and lodging and travel expenses paid to 
construction workers in specified circumstances are excluded from their 
income. Special provisions cover allowances paid to certain other types 


of employees for travelling expenses. 


In addition to section 5, there are other Bee cee of the Act which 
specifically bring into tax amounts related to employment, even though some 
of these would appear to fall within section 5. Section 6 brings into tax 
directors' or other fees and retiring allowances. The latter include amounts 
received in respect of loss of office as well as on or after retirement in 
recognition of long service. Section 25 brings into tax various payments 
made by an employer to an employee which in substance are from an office or 


employment but which, save for that section, might escape the tax net. 


Excluded from income under section 10 ot the Act are various receipts 
such as unemployment insurance benefits, workmen's compensation benefits, 
service pensions and expense allowances paid to members of provincial legis- 
latures and municipal officers. Expense allowances paid to Members of Parlia- 


ment are excluded under the Senate and House of Commons Act yf. 


There is nothing in the Act that would suggest that any distinction is 
to be made between benefits that come into the pocket and those that save the 
pocket. Indeed, the use of the words benefits "enjoyed" as well as those 
"received" seems clearly to include benefits that save the pocket. The 
meaning of the phrase "benefits of any kind whatsoever" has received little 
consideration in the courts. However, the administration appears to inter- 
pret the expression narrowly, thereby excluding many benefits that should 
be taxed. Excluded by departmental practice in specified cases are: discounts 
on merchandise, transportation passes, subsidized meals, special clothing, 
subsidized school services, transportation to the job, interest-free loans, 
free recreational facilities, removal expenses and tuition fees. On the 
other hand, rent-free or low rent housing, Dee todkl use of the employer's car, 


gifts and prizes are taxed at regular rates 5/. 
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Some employee benefits such as stock options, retiring allowances and 


death benefits are accorded preferential treatment under the Act 6/. 


There is no apparent logic in the uneven treatment of these employee 
benefits. Because all of the benefits are not available to all employees, 
inequities between employees are both common and, in some circumstances, 


substantial. 
Deductions 


The few deductions from income permitted in computing income from 
employment are specifically set out in the Act. Some of these apply only to 
special classes of employees, such as the value of, or rent paid for, a 
clergyman's residence, certain expenses of railway workers and transport 
employees, and expenses of employed commission salesmen. Others are general, 
such as contributions to a pension fund, professional or union dues, and 
legal expenses incurred in collecting salary or wages due. Some are allow- 
able only if the employee is required by his contract of employment to incur 
them, such as office rent, salary paid to an assistant or substitute, and 
the cost of supplies consumed directly in the performance of the duties of 
the employment. The permissive provision for deduction of these severely 
limited expenses closes with the words "but without any other deductions 
whatsoever". Nevertheless, an employee, in common with all other taxpayers, 
is allowed other deductions in computing "income", as distinct from "employ- 


ment income". Examples are alimony and tuition fees in certain circumstances. 
THE PRESENT SYSTEM: THE UNITED KINGDOM 
Treatment of Benefits 


The treatment of employee benefits in the United Kingdom is not entirely 
consistent. The basic principle, established by the decision of the House 
of Lords in Tennant v. Smith, 7/ is that fringe benefits are not taxable un- 


less they can be turned into money at the employee's option. For example, 
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free meals provided by an employer would not be taxable because they would be 
available for the employee's consumption only. However, this principle has 
not always been consistently observed by the courts. For example, the dis- 
charge by an employer of an employee's pecuniary obligation not incurred in 
the course of employment gives rise to a benefit which the employee may have 
no option to convert into money but which is treated as part of the employee's 
income. Also, the principle that benefits not convertible into money are not 
taxable, has been narrowed by the Finance Act, 1962, which provides that an 
employee who occupies premises by reason of his employment is taxable on the 


difference between the rent he pays and the market rent of the premises. 


An attempt was made to prevent tax avoidance occasioned by the granting 
of fringe benefits and allowances in kind, through legislation directed 
toward the class of employees who were thought to enjoy substantial benefits 
which escaped taxation. It applied to company directors and others whose 
salaries plus payments and benefits in kind amounted to £2,000 a year or more. 
Such people were required to bring into income all benefits in kind received 
as remuneration whether or not they were convertible into money. However, 
business entertainment expenses are now to be dealt with in a different way. 
Abuse in the deduction of these expenses led to the enactment of provisions 
in the Finance Act, 1965,prohibiting the deduction of all such expenses 
except those incurred in entertaining overseas customers if the entertain- 


ment is of a kind and on a scale which is reasonable in the circumstances. 


The Royal Commission on the Taxation of Profits and Income stated: 
"TMeoretically, all benefits in kind received in the course of employment 
and attributable to it are a form of remuneration and should rank as taxable 
income, since otherwise one taxpayer's income is not equitably balanced 
against another's” 8/. But in spite of this acknowledgment of the need to 
bring benefits into income, the Commission decided that "in practice the 
burden of administration would be so great that we do not regard an extension 


of the present law as justified unless the absolute loss of tax and the 
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relative irregularities between different taxpayers are greater than we 
believe them to be.... It is not possible to obtain any figures that really 


bear on the point" 9/. 


Deductions 


The United Kingdom Income Tax Act is very restrictive in the deductibility 
of employees' expenses. What is known as the “Schedule E rule” under which 
all employment income is charged is still in the same form as when it was 
enacted over a century ago, and states that if the holder of an office or 


employment 


"...is necessarily obliged to incur and defray out of the emolu- 


ments thereof the expenses of travelling in the performance of 

the duties of the office or employment, or of keeping and main- 

taining a horse to enable him to perform the same, or otherwise 

to expend money wholly, exclusively and necessarily in the 

performance of the said duties, there may be deducted from the 

emoluments to be assessed the expenses so necessarily incurred 

and defrayed." 

When this rule was enacted, the only people assessed under Schedule E 
were the holders of certain public offices, such as Members of Parliament, 
all other employees being taxed under Schedule D. But in 1922 the vast army 


of salary and wage earners subject to "Pay As You Earn” was transferred from 


Schedule D to Schedule E. 


The severity with which the Schedule E rule has been interpreted has 
caused such a volume of strong words from judges that the Royal Commission 
was moved to remark that "there can have been no part of the income tax code 
which has been so regularly the subject of unfavourable notice” 10/. The 
narrowness of the Schedule E rule can be seen if it is compared with the rule 
for deduction of business expenses under Schedule D, which is that no expenses 
may be deducted except those "wholly and exclusively laid out or expended for 
the purposes of trade...." There is no requirement under this test that 
there be an obligation to incur the expenses, as in the Schedule E rule, and 


no requirement that the expense must have been "necessarily" incurred; and 
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whereas under the Schedule E rule the expense must have been incurred "in 
the performance of the duties", that is, in the actual earning of the income, 
business expenses need be incurred only "for the purposes of” the trade. 
Furthermore, even if the other requirements of the Schedule E rule are met, 
the expense will not be allowed unless it is incurred by the holder of the 


office or employment as such. 


The United Kingdom Royal Commission worded its conclusion on the 
question of deductions from employment income as follows: 

"Finally, we came to the conclusion that the best solution was to 
recommend a rewording of Rule 9 (the Schedule E rule) on less 
restricted lines. The wording that we propose would allow the 
deduction of ‘all expenses reasonably incurred for the appropriate 
performance of the duties of the office or employment". We have 
chosen this wording in order to bring the wording of Rule 9 into 
a closer conformity with the wording of the Schedule D rule and 
to remove the genuine cause of complaint that the Legislature 
deliberately imposes upon those in employment a narrower form of 


allowance for expenses than it accords to those who are deriving 
a profit (income) from their own efforts." 11/ 


Withholding of Tax 


The United Kingdom system of withholding tax at source from employment 
income is known as Pay As You Earn. The amount of tax deducted from each 
payment of wages keeps in step with the employee's income, so that the total 
tax borne at any date in the year is related to the total earnings to date. 

A unique feature of the system is that if there has been any over-withholding, 
the employer must make the necessary refund to the employee and adjust his 
account with the Revenue. The system appears to be administratively more 
expensive and complex than the present Canadian system, but has advantages 


as a built-in stabilizer for the economy. 
THE PRESENT SYSTEM: THE UNITED STATES 


Treatment of Benefits 


The general treatment in the United States of employee benefits in kind 


is succinctly described as follows: 


egor 


"The use of benefits in kind as wage and salary supplements has 
become increasingly widespread in recent years, and has created 

a major issue of tax policy. These so-called fringe benefits 

may include meals and lodging furnished to employees at no cost, 

free medical services, health and accident insurance, discounts 

on merchandise purchased from the employer, recreational 

facilities, free parking spaces, bargain lunches, and in some 

instances free training and other educational opportunities. 

"As a practical matter, this type of non-cash compensation has 

to a large extent escaped taxation. Although the scope of 

section 61 would appear to be broad enough to include most or 

all of such items in the tax base, and although the Regulations 

expressly state that ‘if services are paid for other than in 

money, the fair market value of the property ... taken in pay- 

ment must be included in income' ... the Internal Revenue Service 

has thus far made no full-scale effort to tax the value of 

fringe benefits to the employee-recipients." 12/ 

In Canada an employee may be taxed in respect of an allowance from 
which he derives no personal benefit but which he uses to meet certain 
business expenses for which he can claim no deduction 13/. However, the 
general rule in the United States appears to be that an employee is taxable 
only to the extent that he benefits personally from an allowance or reim- 
bursement paid to him by his employer. While an employee is required to 
include an allowance or reimbursement in his gross income, he is entitled 


to deduct his operating expenses as an employee, since his employment is 


regarded as a trade or business. 
Deductions 


The treatment of an employee's expenses in the United States is quite 
different from that in Canada and the United Kingdom, and far more rational. 
There is some difference in the treatment of these expenses and the treatment 
of business expenses, but this seems to be more a matter of practice than 


of principle. 


The main point of departure from the Canadian concept is that an employee 
is considered to be carrying on a trade or business and is entitled under 
section 162 of the Internal Revenue Code to the same "ordinary and necessary" 
business expenses as the self-employed business or professional man. The 


difference between the treatment of the expenses of a businessman and of an 
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employee is simply that the former may deduct all ordinary and necessary 
expenses and take the standard deduction 14/ as well, while an employee who 
wishes to take the standard deduction may claim only expenses falling within 
four specified categories: reimbursed expenses,.travel expenses away from 
home; transportation expenses; and expenses of outside salesmen. However , 
other ordinary and necessary expenses may be deducted in lieu of the standard 


deduction. Reporting requirements are detailed and stringent. 


Clearly the United States has gone a long way toward recognizing that 
businessmen and employees should be treated on the same basis in the matter 
of deductible expenses, in that employees are entitled to deduct ordinary 
and necessary expenses incurred in connection with their employment. 

THE PROPOSED TREATMENT OF THE 
GROSS GAINS FROM EMPLOYMENT 

We recommend that the Income Tax Act should include a general charging 
section that would bring into the personal tax base all receipts, gains and 
benefits. This would obviously cover wages, salaries, other forms of cash 
remuneration, including gratuities, and all non-cash benefits provided by 
an employer. For greater certainty, the Regulations should also specify 
certain expenditures, or revenues forgone, by employers that would be deemed 
to provide taxable benefits to employees (or others). Included in the 
specified expenditures should be amounts deducted by an employer in the 
computation of his income and set aside for future payment to the employee, 
rather than being paid to him in the year. The Regulations should then 


provide for the following alternative tax treatment of these benefits: 


ded The value of these deemed benefits should be reported by the employer 
to the beneficiary and included in the tax base of the employee or 
other person who had received or had an opportunity to receive then, 


failing which, 


2 The employer should be required to pay a special tax equal to the tax 


that would have been paid by an individual in the highest income tax 
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bracket on the before-tax income necessary to buy the benefit in the 
market with tax-paid income. The special tax would itself be deductible 


in computing the employer's income i5/* 


The second alternative would be available to employers who were unable or 
unwilling to allocate benefits in kind to employees (and raha Under 
this alternative there would be no tax advantage to an employer or employee 
in remunerating an employee in non-cash benefits that were not taxed to the 
employee. For all employees except those in the highest income tax bracket, 
where there would be neither tax advantage nor disadvantage, the cost to 
the employer of providing a given after-tax benefit to the employee would 
be less if the benefit was reported as income of the employee than if the 
employer paid the special tax on it. Assuming the same total cost to the 
employer, the employee would benefit more from a cash payment than from a 


benefit in kind which is not reported as his income. 


While the administration would have to be vigilant to ensure that all 
benefits provided by employers were subjected to one or the other of these 
tax treatments, the administration would not have to be concerned about the 
alternative selected by the employer. To keep costs down, employers would 
be most reluctant to provide non-cash benefits that could not be allocated 


to their employees. 


Once the tax advantage derived from providing tax-free benefits to 
employees had been removed, we would expect that employers and their 
employees would be less interested in fringe benefits and more interested 
in cash remuneration. The present treatment encourages a substitution of 
tax-free fringe benefits for taxable benefits. Under our approach neutrality 


between the forms of remuneration would be restored. 
Lump Sum Receipts 


We now discuss the specific treatment we recommend for some of the more 


important forms of employment income. But before doing so we wish to point 
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out that the lump sum receipts of employees that would be brought into income 
under our approach would not require special alleviating provisions. We 
believe the proposed averaging provisions of general application, explained 
in Chapter 13, would be adequate. Among the lump sum receipts of employees 
that could be brought into income without special alleviation are: payments 
on loss of office, retiring allowances, death benefits, cash bonuses, current 


distributions from profit sharing plans, and stock option benefits. 
Stock Options 


The value of stock options for tax purposes should be defined as the 
difference between the option price of the shares to the employee dem the 
market price at the time the option is exercised by him and this should be 
included in the employee's income 16/. The cost basis of the shares to the 
employee would then be the market price at the time they are acquired. 
Special rules will be necessary to deal with cases where stock options are 
assigned before they are exercised. The cost of an option is not imposed 
on a company but is borne by shareholders in a dilution in the value of 
their shares. Shares sold outright to employees below market price should 
be similarly treated in principle, but where the discount was small and the 
shares were available to all employees this benefit could probably be ignored, 
particularly because the value of the benefit would be picked up in the 


taxation of share gains. 
Non-Accountable Allowances 


All allowances that are at present non-taxable, such as those paid to 
Members of Parliament and provincial legislative bodies and to municipal 
officers, should be included in income in the ordinary way. Actual expenses, 
unless explicitly denied, would be deductible. The riding of an elected 
representative should be deemed to be his home, so that his actual living 
expenses while attending sessions of the legislature would be deductible, 


within limits to be specified, as travelling expenses. The only allowances 
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we would exclude from tax are those paid to direct representatives of the 


Crown, namely, the Governor General and the Lieutenant-Governors. 


Deferred Compensation 


Deferred compensation payments, other than those provided-for under 
registered pension plans, should be included in the income of the employee 
when such amounts are paid into a trust fund or to an insurer by the employer 
for the benefit of the employee. This would mean that the income of the 


employee and the deduction for the employer would occur at the same time. 


We recommend that amounts deducted by an employer in his computation of 
income, but not immediately paid to the employee, should be deemed to be an 
employee benefit. This provision should encompass the many kinds of arrange- 
ments that are entered into to postpone the time when an employee will have 
to bring an amount into income. However, the legislation should specifically 
exclude from the application of this provision amounts that are paid to the 


employee in the subsequent year. 


Retirement Income Plans 


We recommend in Chapter 16 that retirement income plans, including all 
types of plans that provide retirement income for the beneficiary, such as 
pension plans, profit sharing plans and retirement savings plans, should be 
either registered or non-registered plans. However, only one set of require- 
ments would be applicable for Registered Retirement Income Plans, instead of 
the varying treatment that now applies to different kinds of plans. Contri- 
butions to registered plans would be deductible from current income, within 
limits, and the proceeds taxed in the hands of individuals when paid out. 
Contributions to non-registered plans would not be deductible in computing 


income. 


There can be no doubt that the contributions of employers to employee 


pension plans constitute benefits to employees. However, there would be no 
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point in requiring employees to include in income employer contributions to 
registered plans because these contributions would be deductible by the em- 
ployees in any event. Because the limits on the registered plans relate to 
what can be withdrawn rather than what can be put in, and because the limits 
would be enforced by the trustees of such plans nothing would be gained by 
adding employers' contributions to registered plans to the income of employees. 
However, employer contributions to a non-registered plan should be added to 
the income of the employee when the contributions were made, or should be 


subject to the special tax on unallocated benefits. 
Insurance Premiums 
Three kinds of insurance for employees can be distinguished: 


¥ Life insurance, 

as Hospital and medical insurance, 

a All other insurance, including unemployment insurance, workmen's 
compensation, supplementary unemployment insurance and group sickness 


and accident insurance. 


Further discussion of 1 and 43 is contained in Chapters 16 and 18, Our 


recommendations are summarized below, 


Life Insurance, Although our general recommendation is that initially life 
insurance premiums should not be deductible and that the proceeds on death 
or maturity should be excluded from income (although the investment income 
would be taxable), in the case of group life insurance we recommend that 
premiums should be deductible and that any benefits should be included in 
full in income, Thus,we propose that group insurance should be taxed in 
the same way as that recommended below for the various kinds of income in- 
surance plans, This approach would simplify the administration of employee 
benefit plans because it would not be necessary for the employer to include 
in the income of the employee, premiums paid under group ‘ieee plans, 


Employee contributions should also be deductible. 
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Hospital and Medical Insurance, Hospital insurance premiums paid by an em- 
ployer should be included in the incomes of employees or should be subject to 
the tax on unallocated benefits, to provide a consistent treatment of taxpayers 
across Canada, Some provinces require individuals to pay premiums to finance 
hospital schemes, while others finance these schemes through a general sales 
tax, As we have indicated in Chapter 12, we cannot recommend that individuals 
and families be allowed to deduct hospital premiums because this would put 
taxpayers in provinces that finance hospital schemes from sales taxes at a 
disadvantage; they would have no identifiable amount to deduct, On the other 
hand, not to add the premiums paid by employers to the income of employees 


would be unfair to employees who had to pay them out of taxed income, 


Only medical expenses, including medical insurance premiums, in excess 
of 3 per cent of income would be allowed as a deduction to a taxpayer. There- 
fore, in order to make the 3 per cent floor equally effective for all tax- 
payers, it would be necessary to include in employees’ incomes the medical 


insurance premiums paid by their employers. 


Other Insurance. When the proceeds from an insurance policy are taxable, the 
premiums should be deductible. Because we propose to tax the proceeds from 
insurance policies that maintain the income of the individual in the event 

of unemployment, illness and disability, premiums on such policies should be 
deductible to the employee, whether or not the employee claims the optional 3 
per cent deduction referred to later in this chapter. There would be no 
point in requiring employers who paid the premiums on these kinds of policies 
on behalf of their employees, to add these premiums to the employees’ incomes, 
because they would be deductible by the employees in any event, Therefore, 

we recommend that employer contributions to unemployment insurance and work- 
men's compensation, and premiums paid by employers on behalf of their employees 
for supplementary unemployment insurance and group disability insurance, that 
is, salary continuance insurance, should not be included in the incomes of 


employees nor taxed to the employer if unallocated to employees. 
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Free, Subsidized or Discounted 
Goods and Services 

When an employee is supplied by an employer with free goods and services, 
is allowed to buy goods and services subsidized by the employer or is allowed 
to buy the stock-in-trade of the employer at discount prices, a benefit should 
be deemed to have been conferred on the employee. The employee should be 
required to bring into income the difference between the value of the goods 
or services obtained from the employer and the cost to the employee ihe 
If the employer is unable or unwilling to allocate these benefits to employees, 


the employer should be required to pay the special tax on unallocated benefits. 


Among goods and services provided to employees (or others) by employers 


that should be subjected to this treatment the following may be noted: 
Le Meals. 
oe Housing. 


oe Direct costs of schooling for the children of employees. 


4. Loans, 
py Transportation passes, 
6: Recreational facilities, including summer cottages, lodges, fishing 


and hunting camps, yachts, and golf courses. 
Fees and Dues 


All club, union or association fees or dues paid by an employer for an 
employee should be included in the income of the employee 18/. Expenses in- 
curred by an employee in entertaining at a club for business purposes would 
be treated in the same way as entertainment expenses generally, as described 


below, 
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Costs Incurred by or on Behalf of an 
Employee When Away from Home on Business 

We recommend that the following expenses incurred by or for an employee 
while away from home on a bona fide business trip, and paid by the employer, 


should not be added to the employee's income for tax purposes: 


1. Actual transportation expenses. 
oe Actual expenses for meals and lodging within specified limits. 


D6 Hxpenses as aforesaid of attending a specified number of conferences 


a year, with a specified limit for registration fees. 


The Regulations should specify the limits under 2 and 4. The limits might 
vary with the salary of the employee, to reflect the cost of obtaining com- 
parable accommodation, and perhaps should take into account the size of the 
city or town visited by the employee, to reflect the fact that living expenses 
are usually higher in metropolitan areas than in small towns. The limit 
under 2 should not exceed $25 a day at current prices. Two conferences 

a year, with a maximm registration fee of $35 to $50 for each conference, 
probably would be sensible limits under 3. 19/ However, we state these 
limits only to give an indication of our thinking. We would suggest that 
the detailed limits should be determined after a careful review of living 
costs and in consultation with the informal advisory committee of non- 
governmental experts that we recommend in Chapter 42 should be established 


to aid the Department of Finance. 


Expenses incurred by an employer on behalf of an employee in excess of 
the specified limits would be added to the income of the employee or taxed 
to the employer in the manner we have described. For pleasure trips the 
limits would, of course, be zero. All of the expense would be taxed to the 
employee or the employer. When the trip was partly for business and partly 


for pleasure, the transportation expenses would be apportioned. 


The limits would apply to actual expenses. All expenses would have to 
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be supported by expense vouchers or other documents, 


Entertainment Expenses 


Where an employer reimbursed an employee for his bona fide business 
entertainment expenses, or paid bona fide business entertainment bills in- 
curred by the employee, we recommend that actual expenses over limits speci- 
fied in the Regulations should be added to the income of the employee or 
taxed to the employer in the prescribed manner, An upper limit of $5 to $10 
per person entertained per day probably would be suitable at current prices, 
but here again we suggest consultation with the informal advisory committee, 
The limit on entertainment expenses that did not have a reasonable business 
purpose would, of course, be zero, The employer would be required to keep 
detailed records of who was entertained, where, at what cost, and why. Only 
actual expenses would be allowed and all expenses would have to be supported 


by expense accounts or other documents, 


If experience showed that this procedure was being abused or was unen- 
forceable, we recommend that all entertainment expenses be added to the income 
of the employee or taxed to the employer in the prescribed manner, This 
procedure would be similar to that in the United Kingdom where these expenses 


are disallowed, 


We suggest arbitrary limits with respect to travelling and entertainment 
expense because we consider that assessors should not be required to judge 


what amounts are appropriate in each circumstance, 
Automobiles and Aircraft 


The value of the personal use by an employee of his employer's car or 
aircraft should be brought into the income of the employee or taxed to the 
employer in the prescribed manner, In the case of an aircraft a detailed 
log should be kept, showing for each trip the names of passengers carried, 


the points of departure and destination and the purpose of the trip, Unless 
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the log supported the claim that the trip had a business purpose, personal use 


should be assumed, 
Miscellaneous 


Fees paid by an employer for an educational course taken by an employee 
should be included in the employee's income; the employee should then be 
allowed to deduct the amounts specified in the general provisions for post- 
secondary educational expense discussed in Chapter 12, If not added to the 
income of the employee, the expense should be taxed to the employer in the. 
manner we have described, The same treatment should apply to scholarships, 


fellowships, bursaries and awards to employees, 


Strike pay should be included in the incomes of union members when re- 
ceived, or the union should pay the special tax in the manner described above, 
Since strike pay is a form of benefit under an informal income maintenance 
insurance scheme, there is no doubt that it is income to the recipient. This 
would not involve "double taxation" because union dues would be deductible 


to the members, 
Exclusions 


We recommend that the following items provided by employers be statu- 
torily excluded from the employee's income, either because the amounts in- 
volved are too trifling to make it administratively worth while to include 
them, or because they cannot be said to confer a true benefit: employer 
subsidies to community schools; special clothing provided by employers; 
removal expenses paid by the employer where necessitated by the job; and 


tools and equipment for use in day-to-day work provided by an employer. 


Summary 


In our recommendations concerning employee benefits we have tried to 
treat all kinds of benefits obtained by all kinds of employees on the same 


basis, If our proposals were adopted, we think they would substantially 
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reduce the abuses of "expense account living". The tax revenues lost through 
expense account living may be relatively small, but to the few individuals 
involved it provides an advantage that is as important as it is unwarranted. 
These abuses should not be allowed to aceatite: The self-assessment system 
of taxation is only a viable system if taxpayers believe that everyone is 
bearing his fair share of the tax burden, This attitude can only prevail 
when all personal consumption expenditures are made from tax-paid income, We 
have tried to design a method of taxing non-cash benefits that would be both 
stringent and enforceable, The arbitrary features of the system we propose 
would be inevitable if the provisions were to be effectively and consistently 
enforced, It would be necessary for the tax authorities to continue to re- 
view expenditures that were not allocated to employees or taxed on the special 
basis, Possibly some detailed reporting of these expenditures would be re=- 
quired of employers in respect of amounts claimed to fall within the es- 


tablished limits. 


Because all employees of all competing organizations would be subject to 
the same rigorous rules, we do not believe that the apparent harshness of the 
provisions we recommend would have a detrimental impact on business, 

PROPOSED TREATMENT OF DEDUCTIONS 
IN COMPUTING EMPLOYMENT INCOME 

The restrictive nature of the law on the question of employees’ deductions 
has already been noted in our summary of the present Canadian system, In 
order to understand the present position and the problems arising out of it, 
it is necessary to trace briefly the history of the treatment of these ex- 


penses, 


The Income War Tax Act defined income, in part, as "the annual net profit 
or gain", and allowed deductions from gross income of amounts "wholly, ex- 
clusively and necessarily" incurred in earning it, In theory, therefore, 
employment income was dealt with on the same basis as business Likomes and 


this concept was confirmed by the courts 20/, However, practice was quite 
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different from theory, and the words "wholly, exclusively and necesserily" 
were so stringently interpreted where employees were concerned as to result 
in the assessment of employment income virtually on the gross amounts re- 


ceived 21/. 


In 1948, following the Bond case, 20/ a change was made in the law which 
gave with one hand while taking away with the other, Two minor concessions 
were made with regard to certain travelling expenses, but it was specifically 
stated that in computing employment income "no amount is deductible for a 
disbursement or expense laid out for the purpose of earning the income", a 


provision in direct contrast to the declared treatment of business expenses. 


Until the two concessions were made in 1948, the only deduction allowed 
by statute in computing employment income was a contribution to a pension or 
superannuation fund. Since 1948 a few more concessions have been made, but 
the resulting hodge-podge does not change the basic principle that employment 
income for tax purposes is gross income; the few specified deductions emphasize 


rather than change that principle. 


The treatment of employment income must be compared with that given to 
business income, which includes income from a profession, The Act specifi- 
cally states that income from a business is the "profit" therefrom for the 
year, and in effect allows the deduction of all reasonable expenses incurred 
"for the purpose of gaining or producing income", without any specific mention 
of what may be deducted. The basic principle is therefore quite different 


from that underlying the treatment of employment income, 


The inequity of the law in general, as applied to employees,has shown up 
strongly in the few appeals taken by employees to the Tax Appeal Board, The 
small number of such appeals is not a measure of the discontent felt with 
the legislation but rather an indication of its efficiency; any appeal ror 
deduction of an expense not specifically allowed, even where it is admitted 


by everyone that it was incurred for the purpose of earning the income, is 
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doomed from the start, One public-spirited taxpayer, a journalist, took to 
the Board an appeal which he stated he knew he had no chance of winning, but 
which he hoped might help to draw the attention of the authorities to the 
plight of people who had to incur certain expenses in earning their salaries 
but for whom no relief was available, He himself was both salaried and free- 
lance, and the lack of logic in the law's treatment of his expenses was 
emphasized by the fact that he was allowed to deduct in his capacity as free- 
lance the selfsame expenses he was prohibited from deducting from his salary. 
The same situation prevailed in another case, involving a member of the 


Toronto Symphony Orchestra 22/. 


For many employees this stringent treatment may cause little or no 
hardship but, regardless of the number of taxpayers involved, the legislation 


is unfair and should be changed. 


The main problems in removing this discrimination are administrative. 
First, there is the question of distinguishing the personal and business 
elements in many of these expenses, such as those on travel, entertainment, 
attending conventions, and so on, But this problem exists just as much in 
the area of business income. Second, there is the problem of numbers. There 
are about nine times as many employed taxpayers in Canada as there are self- 
employed taxpayers, or over 4,5 million employees to about 0.5 million self- 
employed 23/, The Department of National Revenue admits that it has difficulty 
checking the expense claims of even 0.5 million; it would find it quite im- 
possible to handle expense claims for all employees as well without an 


enormous increase in staff. 
Possible Alternatives 


We considered a number of alternatives as possible remedies for the 


present unsatisfactory situation, 


One was to maintain the present general system of permitting only 
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specified deductions, but to give additional deductions to employees, Although 
such an approach would relieve some of the inequities, it would still not be 

in accord with the general principle that it is net income that should be 
taxed and that therefore all costs related to the earning of income should 

be gecuctibie, It would also still be discriminatory as between employees 


and others. 


We also considered the possibility of adopting the "earned income 
allowance" which is part of the United Kingdom structure, There it is ap- 
plied not only to employment income but to all earned income, It is a fixed 
percentage of that income and is allowed regardless of the amounts actually 
spent, If this provision were applied to all earned income in Canada, it 
would merely perpetuate the discrimination between employees and others; 
and if it were applied to employment income only, it would seem to contra- 
vene the original justification for its being granted in the United Kingdom, 
which was that earned income was more "precarious" than other income, There 
seems to be no more precariousness attached to employment income than to 
other types of income, In fact, one of the basic principles underlying our 
recommendations is that all income increases the economic power of the re- 
cipient in the same way, regardless of the kind or source, and therefore all 


income should be taxed in the same manner, 


feeders alternative would be to change the basic wording of the present 
rules regarding employees’ deductions, and to adopt a rule something like 
that suggested by the United Kingdom Royal Commission on the Taxation of 
Profits and Income, that is,to allow deduction of "all expenses reasonably 
incurred for the appropriate performance of the duties of the office or 
employment", Such a rule would certainly permit more liberal allowances 
than the present system, but would still retain the inherent difference 
between employment and other income, Furthermore, it would not solve the 
administrative problem of reaching conclusions of fact in a very large number 


of cases, 
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Proposed Rules for Deductibility 


We came to the conclusion that the most equitable course would be to 
treat employment income on the same basis as income from a business or 
profession, Expenses would then be deductible if reasonably related to the 
earning of income, The prohibition against the deduction of personal and 
living expenses as set out in section 12(1)(h) of the Income Tax Act would, 
of course, be applicable, as would the provision in section pars) that ex- 


penses must be reasonable in the circumstances. 


The adoption of such a course would remove the unfair discrimination 
between the two kinds of income and should not lead to much additional liti- 
gation, As we have already stated, the United States does place employment 
income on the same basis as business income, and all "ordinary and necessary" 


expenses are deductible for both kinds of income, 


However, because of the great numbers of taxpayers in receipt of employ- 
ment income in Canada, and to obviate the need for processing numerous claims 
for relatively small items, we recommend an optional deduction of 43 per cent 
of gross employment income, up to a maximum deduction of $500. Any employee 
whose deductible expenses exceeded this figure would be at liberty to. claim 
them in lieu of the optional 3 per cent deduction, provided they were itemized 
and substantiated. The deductibility of particular itemized expenses would 
then be determined in accordance with the rules to be applied to business 
expenses, Employees, like the self-employed, would not be permitted to 
deduct travelling and entertainment expenses in excess of the limits dis- 


cussed earlier in this chapter, 


It might be argued that such a blanket deduction would provide a con- 
cession to employees that would not be available to the self-employed. How- 
ever, it would be expected that most beleenpiio sea individuals would have 
expenses in excess of the 4 per cent limit and that therefore such an option 


would be of little significance to then, 
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Although we recommend that in general all expenses reasonably related 
to the earning of employment income should be deductible, we also recommend 
that certain expenditures should be deemed to be of a personal nature regard- 
less of their relationship to the earning of income and hence not deductible, 
We have made this recommendation because there are certain expenditures that 
are virtually impossible to classify as being either of a personal nature 
or for the purpose of earning income, In addition, certain expenditures 
have come to be regarded as a means of conveying personal benefits to 
employees, Thus, because the administrative problems in separating the 
"legitimate" expense from the personal expenditure would be great, and 
because we have concluded that a substantial proportion of such expenditures 
are in fact of a personal nature, we recommend that items of this kind should 
be arbitrarily deemed to be personal benefits and not deductible. We have 
listed commuting expenses, fees or dues to social or recreational clubs, 
and the cost of social or recreational facilities, including the expenses 
of pleasure boats, as items that should initially be included in such a list, 
Similarly, we suggest that all entertainment and travelling expenses in ex- 
cess of specified arbitrary limits should in effect be deemed to be personal 
expenditures, We appreciate that some will regard this treatment to be un- 
necessarily harsh, However, we have considered a number of alternatives and 
found Gin to be the only solution that would provide some equity while 
being administratively feasible, In fact, we consider that these arbitrary 
rules would have to be amended and extended as experience was gained in 
administering the general allowance that we suggest. Nevertheless, such a 
result would be more equitable than the alternative of disallowing all the 
expenses of individuals related to the earning of income except those spe- 


cifically permitted by the legislation, 


In recommending a deduction of 3 per cent of employment income up to a 
maximum deduction of $500, we intend to provide an option that would be 


chosen by the vast majority of employees and yet would not provide an inordinate 
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concession to any. Should it be found on the basis of experience that a 
very high proportion of employees were claiming actual expenses, the terms 
of the optional blanket deduction should be made more attractive. In order 
to avoid a misconception, it should perhaps be pointed out that the 5 per 
cent deduction is for expenses incurred in earning income, and is entirely 
separate from, and does not cover, deductions made from net income for such 
things as charitable contributions and medical expenses, which are dealt 
with in Chapter 12, or the tax credit for working mothers which is dealt 
with in Chapter 11. Unemployment insurance contributions of employees, and 
the premiums paid by employees on Registered Retirement Income Plans and 
other income maintenance insurance policies would also be deductible whether 


or not the 4 per cent optional deduction were taken. 


While they are not a perfect solution, we are convinced that our recom- 
mendations for the deduction of expenses for the earning of employment income 
would be substantially more equitable than the present system and would be 


administratively feasible. 
WITHHOLDING OF TAX 


The problem in this area is relatively small but present methods could 


be improved. 


There is room for abuse in the ata a of income from casual labour 
where regular employers are involved. There is no requirement for individual 
reporting of earnings under $250. This permits workers to move from job to 
job and, as long as their earnings are less than $250 at any one job, there 


is no reporting or deduction at the source. 


We recommend that a flat rate of tax of 15 per cent should be withheld 
from wages paid for casual labour, up to a maximum wage or a maximum period 
of days, after which the regular procedure for reporting and withholding tax 
from salaries or wages should be applied. This would apply to any employer 


who employed casual labour in the course of earning income. 
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Another aspect of the present withholding system that causes concern 
is the over-withholding of tax, Under the present somewhat rough and ready 
system, excessive tax can be and frequently is deducted. This occurs, for 
example, when an employee in the course of the year becomes entitled to ad- 
ditional exemptions or has periods of unemployment or periods of lower than 
average earnings, and may affect both taxable persons and persons who are 
non-taxable because their earnings do not exceed their exemptions, For 
example, in 1964, of the 5.3 million taxable individuals, 3.1 million, or 
over 58 per cent, received refunds; and of the 1,4 million non-taxable indi- 
viduals who filed returns, 0.9 million, or over 64 per cent, received re- 
funds, Because over-withholding usually is not rectified until after the 
end of the year, the deductions at source may work hardship in some cases, 
Some relief is available under Regulations 102(5) and 106, but to obtain the 
relief involves ministerial approval and the Regulations are apparently 


rarely used, possibly because most employees are unaware of their existence, 


We believe that a cumulative system or tax deduction, similar to the 
pay-as-you-earn system used in the United Kingdom, may be preferable to 
the present Canadian system of withholding. However, in view of the fact 
that very few complaints were made to us about over-withholding we do not 
feel that we can recommend the adoption of a new, complicated system, par- 
ee because it would involve considerable extra compliance costs to 
employers, As the use of electronic equipment by employers and in tax 
administration becomes more general, the adoption of a more accurate with- 


holding method should be seriously considered, 
CONCLUSIONS AND RECOMMENDATIONS 


t a The comprehensive tax base, like the present law, requires the taxation 
of all net gains in cash or in kind from the performance of personal 
services, One problem is to enforce the taxation of non-cash benefits 
from employment while allowing the deduction of reasonable non-personal 


expenses in a way that does not create impossible administrative problems, 
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Because the present law is not effectively enforced, some employees re- 
ceive non-cash benefits from their employers that are not taxed, This 


provides a tax advantage not available to taxpayers generally. 


Because of the stringent limitations in the present law, employees 
are unable to deduct many expenses that are deductible by the self- 
employed. Skilled manual workers and employed professionals in par- 


ticular are unfairly treated relative to the self-employed, 


Equity requires that both types of unfair discrimination be eliminated 
from the tax system by effectively bringing all significant non-cash 
benefits into tax and by putting the deduction of expenses on the same 


basis for employees and the self-employed. 


Travelling expenses and entertainment expenses pose a particularly 
difficult problem, When an employer pays these expenses for an 
employee or reimburses an employee for travelling and entertainment 
expenses, there may be a substantial element of personal benefit to 
the employee, To ignore this benefit would be to create a gaping 
loophole; to treat all of these expenses as personal benefits would be 
to penalize employees, or their employers, who incur such expenses 


for legitimate business purposes, 


Where there are facilities of employers that could yield a benefit to 
many employees and to non-employees simultaneously, this compounds 


the problem because it is difficult to allocate the benefit. 


Disallowing the travelling and entertaining expenses of employees would 
be inappropriate and in some cases ineffective: inappropriate because 
paying an employee by providing a non-cash benefit is just as much a 

cost of doing business as paying wages or salaries; ineffective because 


disallowance would not impose a restraint on tax-exempt employers, 
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An attempt to meet the problem only through the inclusion of some 
general rules in the law would, we believe, be doomed to failure. There 
are too many transactions and too many fine judgments required for 
effective enforcement of general rules, We believe there is no workable 
alternative to having some detailed and specific rules that give rough 


but effective justice, 


GROSS GAINS 


9. 


LO, 


Lise 


The Act should include a general charging provision that would bring 
all receipts, gains and benefits into the tax base of the individual 

or family, This would bring into tax all forms of employment income, 
including wages, salaries, bonuses and gratuities. For greater certain- 
ty, the Regulations should also specify certain expenditures, or 
revenues forgone by employers, that would be deemed to provide a 


benefit to employees (or others). 


The value of these deemed benefits should be reported by the employer 
to the employees (or others), and included in their incomes, or the 


employer should be required to pay a special tax on them, 


The special tax on the employer would apply when the employer was 
unable or unwilling to allocate benefits to individuals, The tax 
would be imposed at the top personal rate on the before-tax income 
that an individual paying tax at that rate would have to 

receive in order to buy the benefit in the market with after-tax 
income, The special tax would itself be deductible in computing the 
employer's income, There would therefore be no tax saving, and 
possibly an increase in the tax cost, if the employer provided non- 


cash benefits that were not taxed to the employee (or others). 
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RELIEVING PROVISIONS FOR 
LUMP SUM BENEFITS 


Ls 


Because we recommend liberal averaging provisions of general application, 
no special relieving provisions would isso for lump sum receipts 
such as payments for loss of office, retiring allowances, death 
benefits, bonuses, distributions from profit sharing plans and stock 


option benefits, 


STOCK OPTION BENEFITS 


13. 


A stock option benefit should be taxable in full when the stock is 


acquired by the employee, 


NON-ACCOUNTABLE ALLOWANCES 


14, 


Allowances which are now tax free should be brought into income in 
the regular way. This should apply to allowances paid to members of 


the federal and provincial legislatures and to municipal officers, 


RETIREMENT INCOME 


Employer contributions to the Registered Retirement Income Plans of 
employees need not be brought into the incomes of the employees 
because these contributions would be deductible by them, together 
with the employees! own one ranenan in any event, However, em- 
ployer contributions to non-registered pension plans should be brought 


into the incomes of the employees. 


INSURANCE PREMIUMS 


Vow 


Hospital insurance and medical insurance premiums paid by employers 
on behalf of employees should Le brought into the income of the 
employees or taxed to the employer in the prescribed manner, This 
would be necessary because these premiums would be either not de-= 


ductible, or would only be deductible by the employee under some 
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circumstances, Premiums on group life insurance policies and on 
policies of the income maintenance type, where the benefits would be 
taxable when received by the employee, should be deductible by the 
employee if paid by him, Thus, there would be no point in requiring 
the employer to add them to the income of the employee. 

FREE, SUBSIDIZED OR DISCOUNTED 

GOODS AND SERVICES 

17. Free, subsidized or discounted goods and services provided to employees 
should be taxable as benefits to them or subject to the special tax on 
the employer as described above. When the good or service is of a 
kind sold by the employer, the value of the benefit should be based 
on the market value of the good or service, In all other cases, the 
value of the benefit should be the full cost to the employer. Among 
the more obvious goods and services provided by employers that should 
be treated in this way are: meals, housing, schools for children of 
employees, loans, transportation passes and recreational facilities 
including summer cottages, lodges, fishing and hunting camps, yachts 


and golf courses, 


FEES AND DUES 


18. All club, union and association fees or dues paid by an employer for 
an employee should be included in the income of the employee or taxed 
to the employer in the prescribed manner. Union and association fees 
or dues would normally be deductible by the employee, however, if he 


did not claim the optional 3 per cent deduction referred to below. 


TRAVELLING AND ENTERTAINMENT EXPENSES 


19, Travelling and entertainment expenses paid by an employer in excess of 
stipulated limits should be included in the income of the employee or 
taxed to the employer in the prescribed manner, Some limits are sug- 


gested in the chapter to give an indication of the orders of magnitude 
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we have in mind. We recommend that the limits be established after 


consultation with the informal advisory committee discussed in Chapter 


52% 

20. If experience showed that the provisions for entertainment expenses 
we recommend were being abused, then all entertainment expenses paid 
by an employer should be included in the income of the employee or 
taxed to the employer. 

MISCELLANEOUS 

el. The following benefits should be taxed to the employee or taxed to the 
employer in the prescribed manner: 

a) The value of the personal use by an employee of his employer's 
automobile or aircraft, 

b) Fees for educational courses paid by an employer. 

c) Scholarships, fellowships, bursaries and awards to employees. 

22. Strike pay should be included in the income of the union member or 
taxed to the union in the prescribed manner. 

DEDUCTIONS 

23. The same rules with respect to deductibility of expenses should apply 


to employees and to the self-employed. Expenses reasonably related 

to the earning of income should be deductible. There should be a 
general prohibition against the deduction of personal living expenses. 
For greater certainty, deductibility should be explicitly denied to 
such expenses as commuting expenses, fees or dues for social or 
recreational clubs and expenses related to the use of recreational 
facilities or pleasure boats. Also, travelling and entertainment costs 
in excess of the designated limits should be deemed to be personal 


expenditures, 
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eh. To reduce the administrative burden, there should be an optional de- 
duction of 4 per cent of employment income up to a maximum deduction 


of $500. This could be taken in lieu of the deduction of actual ex- 


penses, 


WITHHOLDING OF TAX 


25. As data handling and storage techniques improve and more employers 
become equipped to handle more elaborate tax withholding procedures, 
the present system should be refined. The pay-as-you-earn procedure 
now in effect in the United Kingdom may be preferable to the rough 


and ready Canadian system, 


26. Regular employers should be required to withhold tax at a rate of 
15 per cent on casual labour hired in the course of earning the 


employer's income, 
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An entertainment allowance paid to an insurance agent to be used when 
seeking insurance contracts was held part of his remuneration in Mr, 5 


comet * 


v. M.N.R., 50 DIC 390. 


The lesser of $1,000 or 10 per cent of “adjusted gross income" (gross 


income less allowable expenses). 


Assume that the top personal rate of personal income tax is 50 per 
cent and the Modeweals benefit has a market value of $100, In order 
to purchase from tax-paid income a benefit with a market value of 
$100, the employee would have to receive $200 from his employer and 
pay $100 in personal income tax, If the benefit were not brought 
into the employee's income, our proposal would require the employer 
to pay a special tax of $100 (50 per cent of $200), The employer's 
deductible expense would be $200 ($100 cost of the benefit plus $100 
special tax), the same as it would have been if the employer had paid 


additional salary or a bonus of $200, 


To be more precise, the employer would pay a special tax equal 


to Rx B , where R is the top marginal rate expressed as a percentage, 
(100-R) 
and B is the cost of the benefit. 
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Stock options are now dealt with in section 85A of the Income Tax Act. 


Where goods and services are of a kind sold by the employer, their 
market value should be used in valuing the benefit. For all other 
goods and services the full cost to the employer should be used for 


valuation purposes, 


Fees or dues to social or recreational clubs would not be deductible 
by the employee. However, employees should be able to deduct union 
dues or association fees (unless the optional percentage deduction 


is taken). 


It might also be reasonable to exclude conferences outside Canada 


unless they were sponsored by an international organization. 


Samson v, M.N.R., [1943] Ex. C.R. 17, and Bond v. M.N.R., [1946] Ex. 
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Department of National Revenue, 


CHAPTER 15 
PROPERTY INCOME 


Rights to and interests in property can produce increases in economic 
power, whether held or disposed of. These increases take two basic forms: 
rents, dividends, royalties, interest, and other returns V derived from 
holding property rights; and gains derived from increases in the market 


value of property rights. 


The first form is already taxed as income in Canada, while the second 
is normally exempt as a "capital gain". While the changes we propose in 
the taxation of returns from holding property are minor, we suggest a major 


change in the tax treatment of gains on disposal of property. 


We have emphasized in this Report that the only equitable basis for 
taxation is to include in the comprehensive tax base the value of all 
additions to economic power, including so-called capital gains. It may have 
been appropriate in years past to distinguish, for tax purposes, between 
gains flowing from property and those resulting from the acquisition and 
disposition of property, but in the current business and investment environ- 
ment such a distinction has little if any significance. We are convinced 
that the failure to tax capital gains in Canada has no basis in principle; 
that it has led, and will continue to lead, to uncertainty as to which gains 
on the disposition of property are taxable and which are not; and that it 
affronts all the standards of equity and neutrality which we feel should 
characterize a tax system. In our view the exclusion of capital gains is 
no longer defensible, if it ever was. We are convinced that the time has 
come to abandon this exclusion and to replace it with a more logical, 


certain and equitable basis of taxation. 


The inclusion in income of all gains from transactions in property is 
not without problems. In this chapter we describe the problems and suggest 


solutions. We consider whether and to what extent there should be allowances 
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for losses on such transactions; whether such gains and losses should be 
brought into income as they accrue or only when they are realized; whether 
and how these gains should be taxed when a taxpayer dies or ceases to be a 
resident of Canada; whether gains from property transactions should be taxed 
in the same way as other forms of gain, or whether they should receive prefer- 
ential treatment; and how the receipt of lump sums from such transactions 
should be treated in order to avoid the application of unduly high marginal 


rates. 
THE PRESENT POSITION 


An extensive description and analysis of the Canadian peatnen for 
tax purposes of gains on the disposition of property is given in three sup- 
porting studies, and the following discussion is therefore only a brief 
outline cig The basic approaches followed in the United Kingdom and in the 


United States have already been briefly discussed in Chapter 9. 


The present position in Canada is that some receipts from the dis- 
position of property are regarded as being of an income nature, and any gain 
arising therefrom is regarded as income subject to tax. Other such receipts 
are regarded as being of a capital nature, and the gain therefrom is re- 
garded as an accretion to capital, ora capital gain, which is not subject 
to tax. None of the terms "income", "capital", or "capital gain" is defined 
in the legislation, and hence it is necessary to determine into which cate- 
gory a particular gain falls by having regard to the principles established 


in decisions of the courts. 


The Distinction Between Income and Capital Gains— Business or Investment. The 


basic distinction drawn in the legal decisions is between a gain on the 
realization of an investment, which is capital, and a gain derived from the 
carrying on of a business, which is income 3/. In the Californian Copper 
Syndicate case, a leading United Kingdom decision on this branch of the law 


which has been followed in Canada, this distinction was expressed as follows: 
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"It is quite a well-settled principle in dealing with questions of 
assessment of Income Tax, that where the owner of an ordinary invest- 
ment chooses to realize it, and obtains a greater price for it than 

he originally acquired it at, the enhanced price is not profit...assess- 
able to Income Tax. But it is equally well established that enhanced 
values obtained from realization or conversion of securities may be so 
assessable, where what is done is not merely a realization or change 
of investment, but an act done in what is truly the carrying on, or 
carrying out, of a business. The simplest case is that of a person or 
association of persons buying and selling lands or securities specu- 
latively, in order to make gain, dealing in such investments as a 
business, and thereby seeking to make profits. There are many 
companies which in their very inception are formed for such a purpose, 
and in these cases it is not doubtful that, where they make a gain by 
a realization, the gain they make is liable to be assessed for Income 
Tax. 


"What is the line which separates the two classes of cases may be 

difficult to define, and each case must be considered according to 

its facts; the question to be determined being—is the sum of gain 

that has been made a mere enhancement of value by realizing a security, 

or is it a gain made in an operation of business in carrying out a 

scheme for profit-making?" 4/ 

The Income Tax Act does not define "investment" but does contain a 
definition of "business", That term includes “a profession, calling, trade, 
manufacture or undertaking of any kind whatsoever and includes an adventure 
or concern in the nature of trade". Ordinarily, where a business is carried 
on there would be a series of transactions of a particular kind. However, 
the inclusion of the words "adventure or concern in the nature of trade” in 
the definition in the Act has been interpreted by the courts to mean that 
an isolated transaction which has other characteristics of a business 


operation can also be treated as a business, and that any gain therefrom 


will be taxable. 


In some cases, where the disposition of property results in a profit, 
there will be no real difficulty in determining whether that profit con- 
stitutes a capital gain or income. In recent years there have been a great 
many cases, however, in which the tax authorities have contended that a 
profit was taxable and a considerable amount of litigation has resulted. 

In cases of this kind, the courts, in deciding whether a particular gain 
arose from carrying on business or realizing an investment, consider the 


whole course of conduct of the taxpayer in connection with the matter, 
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including the circumstances in which the property was acquired, what was 
done with the property while it was held, and the circumstances in which 
the disposition took place. While they decide each case on its own facts, 
they have treated a number of factors as material in determining whether 


or not there was liability to tax. 


Criteria of Business or Investment. One of the factors is the nature of 

the property involved in the case. If the property sold is itself productive 
of income, such as where a business is sold as a going concern, the transaction 
is probably the realization of an investment. If, on the other hand, an 
individual buys and resells articles which are ordinarily not held for 
investment but are bought and sold by commercial concerns, he may well have 


engaged in a scheme of a business nature. 


Another factor to be considered is the frequency of transactions of a 
similar type in which the taxpayer has taken part. The more frequent such 
transactions are, the more likely it is that any profit will be regarded as 
income. Furthermore, the fact that a particular transaction is in a field 
related to the normal business of a taxpayer, or even in a business in which 
he was formerly engaged, would be an additional factor leading to a finding 


that it constitutes a business venture. 


What the taxpayer has done with the property during his period of 
ownership will also be material. If, for example, land is purchased, an 
apartment building is built thereon, the apartments are leased over a period 
of years, and the building is then sold, the sale may constitute the realiz- 
ation of an investment. On the other hand, if the purchaser of land proceeds 
to sub-divide it and sells building lots, he may well be held to be carrying 


on the business of dealing in land and to be taxable on his gain. 


The length of time an asset has been held may be significant. Owner- 
ship of an asset for a lengthy period is consistent with, but by no means 
conclusive,evidence of an investment. Ownership for a short time is more 


likely to be treated as pointing to a business operation. 
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A further and a very important factor is the intention the taxpayer 
had with regard to the property both at the time he acquired it and sub- 
sequently. The application of this very subjective test has not been entirely 
consistent and as a result has led to much of the uncertainty in the capital 
gains area. In particular, the attempts to ascertain a "secondary" or 
"alternative" intention of the taxpayer have increased the general uncertainty 
of taxpayers about the tax consequences of property transactions. At one 
extreme, an intention to retain indefinitely property that regularly produces 
income in the form of rents, interests or dividends would presumably indicate 
that the profit is of an investment nature. At the other extreme, the pur- 
chase of a perishable commodity with the expectation and intention of re- 
selling it immediately at a profit would presumably mark the commencement 
of a trading operation. There can, however, be an infinite variety of cases 


falling between such extremes. 


It often happens that the intention with which a particular property 
is acquired is not carried out. A taxpayer may, for a wide variety of reasons, 
change or abandon his original plan with regard to the property and take 
alternative action. He may also be prevented by circumstances beyond his 
control from carrying out his original intention. In such cases it is 
necessary for the courts, having regard to the altered circumstances, to 
determine whether a profit on disposition should be treated as capital or 
income. Added complexity has arisen in cases in which the courts have found 
that a taxpayer had primary and secondary intentions at the outset, and that 
if the primary intention was not or could not be carried out his course of 
action should be judged on the basis of his alternative or secondary 


intention. 


The expectation of capital appreciation and ultimate sale at a profit 
and the absence of an immediate income return may not be inconsistent with 
investment. On the other hand, if organized activity of a business nature 


is devoted to a project, the resulting profit may be a business profit, but 


the lack of such activity or any substantial amount of such activity need 


not rule out a scheme of profit making. 


In any given case, the basic question for determination is whether the 
taxpayer's whole course of conduct is consistent with investment on the one 
hand or a scheme of profit making on the other. The application of readily 
stated principles to the facts of particular cases has often proved to be 
extremely difficult. The Canadian decisions in cases relating to alleged 
capital gains in recent years have more than borne out the observation in the 
Californian Copper Syndicate decision of 1904 that the line between invest- 
ment and carrying on business is difficult to draw. Unfortunately these 
decisions and the reasons given therefor are not easily Neconet ae and seem 
far from consistent. The result is that doubt and uncertainty have existed 
for some years, and seem likely to continue, as to the circumstances in which 
the proceeds of disposition of property will be regarded as capital gains or 


taxable income. 


It may be that such uncertainty is inherent in a system which dis- 
tinguishes between capital and income but fails to define these terms so 
that it becomes necessary to consider such broad questions as what constitutes 
investment on the one hand, and carrying on business or an adventure in the 
nature of trade on the other. In any event, we do not consider that the 
distinction currently drawn between the two types of increment to economic 
power is warranted. Our proposal that all gains on the disposition of 
property should be treated as income would, of course, eliminate the problem 


of distinguishing between the two types of cases. 


Under the present system, losses realized on the disposition of property 
are not deductible from income unless they constitute business losses, in 
which event they are deductible within prescribed limits. As will appear in. 
what follows, we consider that the taxation of property gains should in 
general be accompanied by the allowance of property losses as a deduction from 


any income, a procedure similar to that we propose for business losses. 
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The uncertainty of the present position is a serious enough defect, 
and we shall speak of it further. A far more important defect is the lack 


of equity. 


Equity 


A tax, if it is to be imposed equitably, should satisfy two require- 
ments. It should provide for horizontal equity, the equal tax treatment 
of persons in the same circumstances, that is, with similar claims on re- 
sources; and for vertical equity, a "fair" allocation of the total tax 


burden between those in different circumstances. 


The first requirement would call for the same tax treatment for the 
wage earner who pays for his car by working overtime and his fellow worker 
- who uses his net gains from the stock market to acquire a car. Today one 
acquires the car out of taxed income; the other out of a non-taxable gain. 
Another inequity arises because in recent years there appears to have 
developed a marked tendency to seek to tax gains made on the purchase and 
sale of real estate, but not to assess gains of a similar nature made on 
the purchase and sale of marketable securities. In theory both types of 
transaction should be subject to the same tax treatment, and there appears 
to be neither logic nor equity in taxing the gains on one type of asset 


and not on the other. 


Because property gains generally become proportionately larger as in- 
come increases, vertical equity is particularly lacking under the present tax 
system. If property gains are exempt from tax, those members of the upper 
income groups who derive a major part of their revenue from property gains 
would pay a lower average rate of tax on their comprehensive tax bases than per- 
sons in lower income groups. Because property gains are part of the United States 


tax base, it is possible to be somewhat more exact about the distribution of 
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property gains by income class for that country. Table 15-1 shows that 
average capital gains, as defined in the United States, for taxpayers with 
incomes in excess of $200,000 exceed income from other sources, and are a 


large part of income in the $100,000 to $200,000 bracket. 


TABLE 15-1 
UNITED STATES INDIVIDUAL TAX STATISTICS, 1963 


Percentage of Total Percentage of Capital a/ 
Adjusted Gross Income Class Taxpayers Reporting Gains to all Other 


(including net capital gains Net Gains. Income 
dollars (per cent) per cent 
Cire Mie TG O0e 3 4 
1,000 - 3,000 5 2 
43,000 = 5 000 6 2 
5,000 - 10,000 7 1 
10,000 = 25,000 18 we 
25,000 = 50,000 ks Tt 
50,000 = 100,000 58 20 
100,000 - 200,000 i 2 48 
200,000 + 82 128 
All taxpayers 8 4 


a/ Gross net gains as a percentage of adjusted gross income before 
capital gains and losses for taxable and non-taxable returns 
with net gains. Gross net gains refer to the excess of gains 
over losses before deduction of the 50 per cent exclusion for 
long-term gains on capital assets. 


Source: Prepared by the Commission staff from figures contained in 
United States Treasury Department, Statistics of Income— 1963, 
Individual Income Tax Returns, Washington: United States 
Government Printing Office, 1966. 
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For several reasons, these figures are not wholly applicable to Canada, 
but they do make it clear that the exemption of property gains from income 
has a significant effect on the tax base of the upper income groups. It 
should also be remembered that, because the percentages shown in the table 
are averages, there will be individual taxpayers in each group whose pro- 


portion of capital gains is even larger. 


An even more striking compilation has been made by our research staff 
from United States data to demonstrate the effect on the progressive tax 
burden of the exemption or partial taxation of capital gains. Table 15-2, 
based on a year when the rates of United States personal income tax rose to 
over 90 per cent in the top bracket, shows that with taxation of capital 
gains at special rates, the progression flattened out after $50 ,O00 of 
income at just over 30 per cent, and with no tax on capital gains the average 
effective rate would have dropped from 26 per cent for persons in the $50 ,000 
to $100 ,000 bracket, to 20 per cent for persons in the bracket of $100 ,000 
and over. It was assumed in each case that income other than capital gains 
was taxed at full rates. Although the data are by no means capable of 
exact application to Canada, this second comparison could well be typical 
of the Canadian curve of progression, because of the complete exemption 
here of capital gains. At least it can be taken for granted that the pro- 
gression in the statutory personal income tax rates in Canada, as in the 
United States, bears no resemblance to the true progression that would 
result if capital gains and taxable income were added together. At some 


level, progression would very likely cease and the curve decline. 


There is no doubt in our minds that as long as capital gains are ex-= 
cluded from income the present system will fall short of achieving the 
standards of horizontal and vertical equity that we recommend should be 


established for the Canadian tax system. 
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TABLE 15-2 


THE EFFECTIVE AVERAGE RATE OF INCOME TAX PAYABLE 
UNDER VARIOUS ASSUMPTIONS, UNITED STATES, 1962 a/ 


Adjusted Assuming Capital Assuming One Half Assuming Capital 
Gross In- Gains Subject to of Capital Gains Gains Exempt 
come Class b/ Full Rates of Tax Subject to Tax c/ from Tax 


(dollars) (per cent) (per cent) (per cent) 


O to” 5,000 10 8 5 

5,000 to 10,000 13 jan’ 10 
10,000 to 25,000 18 16 14 
25,000 to 50,000 26 23 20 
50,000 to 100,000 36 31 26 
100,000 + 45 ote 20 


a/ Information only for taxable returns having capital gains or losses, 
but the computations exclude the amounts of net losses. 


b/ Adjusted gross income for the purposes of determining the average 
rate of tax payable is before the deduction of the 50 per cent 
exclusion for long-term gains on capital assets, although the division 
by adjusted gross income class is based upon the amount after this 
deduction. 

ef These rates are imposed on the basis actually used in the United 
States. One half of the excess of net long-term capital gains over 


net short-term capital losses is included in income, but the maximum 
tax is 25 per cent of the total of this excess. 


Source: Prepared by the Commission staff from figures contained in 


United States Treasury Department, Statistics of Income—196€2, 


Individual Income Tax Returns, Washington: United States 
Government Printing Office, 1965. 


Neutrality 


In several areas grievous problems of taxation are attributable to the 
fact that a transaction carried through in one way results in taxable income, 
whereas if it is conducted in another way the gain is totally exempt or taxed 
at materially lower rates. One striking example of this lack of neutrality 
relates to the current method of taxing the income earned by corporations. 

If declared each year as a dividend, it attracts personal income tax; if 


allowed to accumulate in the corporation, it is likely to increase the value 
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of the capital stock of the corporation. This increase in value in excess 
of the earnings retained, when realized by disposition of the stock, is 
generally free of tax. Another example concerns the disparity in the tax 
treatment of the proceeds derived from the exploitation of intangible pro- 
perty, such as patents, copyrights, or even business goodwill. If property 
of this nature is retained by the owner, he pays income tax on the annual 
returns, but if he sells the property to someone else at a price that re- 
presents the capitalized expected return, the proceeds are often exempt from 
taxation. Because this type of property generally has a limited life, in 
both cases the taxpayer would at some time lose this source of income, so 
the tax differential can have a major impact on the decision to retain or 
sell the property. The taxation of increments in property values is essen- 


tial for more equitable and neutral treatment of income from property. 


It is probably safe to say that the fact that income from a transaction 
will be exempt from tax, if realized through the disposition of an invest- 
ment or a capital asset, is at the root of much of the very considerable 
effort directed to tax avoidance under our present system. A long list of 
additional examples could easily be given to substantiate this statement 
further. Also, it is amply evident from the background of the capital gains 
tax in the United Kingdom, that the growing sophistication of taxpayers in 
devising means for achieving tax exemption through the capital gains route 
had a very substantial influence on the final adoption of the tax. We are 
convinced that much would be gained in Canada by bringing an end to a situa- 
tion in which a tax advantage of very substantial proportions may rest on 


the mere form in which a transaction is carried out. 
Certainty 


As we observed earlier, the taxpayer is in the hands of the courts in 
the determination of the tax results of a transaction, and in the particular 
area of capital gains the courts have been unable in the past to evolve a 


set of tests that can be applied with certainty to many situations that arise, 
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and in our view they will be unable to do so in.the future. The present 
basic concept of income is so obscure that the tax administration and the 
courts are required to make distinctions where no real distinctions exist. 
They are required to judge the motivation that guided a taxpayer to a certain 
result when frequently all the evidence of intention, both primary and second- 
ary, could as easily be interpreted to indicate one intention as the opposite. 
In our view the present system requires both the administration and the courts 
to spend excessive amounts of time and skill in the making of hairline dis- 


tinctions which are inevitably arbitrary, capricious and inequitable. 


By what process of reasoning can it ever be decided with certainty 
whether it requires one, three, five, ten or fifty transactions in an article 
of trade to constitute carrying on a business? What ultimate test could ever 
be applied to determine absolutely whether a person fully intended to make a 
gain through the sale of property, or had only the purpose of holding an 
investment? By what rule of logic are gains on land suspect and those on 
securities inviolate? Merely to state these questions, and they are relatively 
straightforward by comparison with some that could be set down, is enough to 
show the refinements of hair splitting in which taxpayers, tax adminis-~ 
trators and the courts are now required to indulge as a regular exercise. 

The only full solution to the dilemma that we at see is to adopt the com- 
prehensive tax base and to tax in full all gains. Thus,the issue of 
motivation would no longer be a criterion, for a person's capacity to con- 
sume would be increased regardless of whether the gain resulted from a profit- 
seeking transaction or was of a windfall nature. The proposition is simple, 
but it would render obsolete the many guidelines that have been established 
over the years for determining what was in a taxpayer's mind, an exercise 
which was at its best unsatisfactory, and at its worst an arbitrary, in- 


equitable and capricious way to determine tax liability. 


COMPREHENSIVE TAX BASE 


We have concluded that taxation at progressive rates of increments in 
economic power represents the fairest measure of ability to pay, and is the 
only means of achieving an equitable and neutral tax system. Gains realized 
on dispositions of property come within this concept naturally Aaa logically. 
Such gains increase the taxpayer's economic power and thus enhance his ability 
to pay. We see no escape from the quandary in which the Canadian tax system 
finds itself except by the adoption of a concept under which the taxability 


of property gains is made clear and certain. 


It appears to us, moreover, that property gains should be taxed in full 
as ordinary income. This proposal may seem extreme, particularly when in 
countries like the United States and the United Kingdom at least some such 
a are taxed at reduced or preferential rates. However, we think that 
such preferential rates may be attributable in whole or in part to the existence 
of very high progressive rates of tax, or to the lack of comprehensive 
averaging provisions in the countries concerned. In addition, concern with 
the economic impact of taxation on investment may have been a major influence 
in the determination of the level of taxation that should apply. Unquestion- 
ably, preferential rates and the arbitrary time periods which are sometimes 
used for the purpose of determining whether a particular gain should be taxed 
as income or on a preferential basis, can add greatly, as in the United 
States, to the complexity of the tax legislation and to the uncertainty of 
its application. Tax differentials can also produce a considerable dis- 
tortion in the manner in which taxpayers organize and conduct their activi- 
ties. Thus, preferential rates produce complexity and a lack of neutrality 
and moreover, as we discuss later, they are not necessarily the most 
efficient way to encourage investment and to relieve inequities. With an 
overall concept of income, it seems to us that it is neither feasible nor 


desirable to distinguish between types of increments to economic power. 
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We shall examine these questions, and the economic impact of taxing 
capital geins, more fully later. We would anticipate some of the discussion 


that will arise regarding our proposal by pointing out the following: 


fy We believe thet our proposal for the integration of the corporate 
income tax with the individual income tax should eliminate the double 
taxation of corporate source income that could otherwise exist with 


the taxation of share gains. 


ca Our proposed personal income tax schedule has a top marginal rate of 
50 per cent, and the taxation in full of capital geins under such a 
schedule should not be considered in the same light as taxation under 
a schedule, such as is now applicable, with a top marginal rate of 


80 per cent. 


We propose several averaging devices in respect of lump sum receipts 


\N 


of income that would elso apply to the disposition of capital assets. 


Making allowance for the fact that a tax on property gains would 
exempt geins that had accrued prior to the date of its coming into force, we 
pelieve that the proposals we set forth in this chapter represent a fair 
and workable system that would help greatly us achieve the objectives we 


have established for a revised Canadian tax structure. 
FURTHER CONSIDERATIONS 


Before discussing the proposals in greater detail, it is desirable to 
give further attention to some of the aspects of e tax on property gains 


that are a cause of concern to many persons. 
Economic Implications 


We discuss the economic effects of the taxation of property gains in 
ereater detail in Chapter 37 as part of the discussion of the economic 


impact of all our tax proposals. Im this chapter we limit ourselves to a 
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discussion of some of the specific economic problems that might arise if 


our proposals for the taxation of property gains were implemented. 


The taxation of property gains is clearly called for on grounds of equity. 
However, if such an extension of the tax base would have adverse economic 
effects that were not offset by other measures, it would not be an unequivocal 


improvement. 


We agree with the opinion expressed by many economists in the United 
States that the taxation of property gains has had very little effect on the 


level of investment in that country. 


Effect _on Savings. It is sometimes argued that the taxation of property gains 
would both reduce the rate of saving and make risky investments less attractive 
and that the reduction in the rate of economic growth is more Significant than 


the resulting improvement in equity. 


Assuming the same total tax revenue was raised, the taxation of property 


gains could reduce the rate of saving in two ways: 


1. Personal saving would decline if those with\increased tax liabilities 
reduced their saving by more than those with reduced tax liabilities 


increased their saving. 


2; Corporate saving would be reduced if the taxation of property gains 
resulted in increased corporate cash distributions and shareholders did 


not increase their savings by the amount of the additional dividends. 


We are satisfied that the first argument does not warrant concern. Taxing 
property gains, together with all other reforms, would increase the taxes borne 
by most taxpayers. The individuals and families in these classes undoubtedly 
save a higher proportion of their incomes than those in the lower income groups 
for whom we propose tax reductions. This means a substantial proportion of the 
increased taxes on the well-to-do would be financed through reduced personal 
saving. Only a small fraction of the reduced taxes on lower and middle income 
taxpayers would be saved. The net effect on personal saving would be almost 
certainly negative. But while the direction of the effect would be unfavourable 


to domestic saving, the magnitudes involved would not be substantial. It must 
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be constantly kept in kind that, while we propose to tax capital gains in 
full, we are also proposing other changes, in particular personal and corpo- 
rate integration and lower rates of personal income tax, that would tend to 
reduce the taxes paid by middle and upper income tax units. Also, it mst 
be recognized that the taxes paid by these tax units are a relatively small 
proportion of total revenue. All of our proposals taken together, including 
the higher initial taxes necessary to cover transitional costs, would pro- 
bably not increase the personal tax liabilities of tax units with incomes 

of over $15,000 a year (defined in accordance with the comprehensive tax 
pase) by more than $150 million. Even if the whole of this tax increase 

was financed by reduced personal saving, total personal saving (currently 
about $3 billion) would only be reduced by about 5 per cent. There would 

be no as ale We impact on total domestic saving of approximately $11 


HiLLivon. 


The second argument would concern us if the proposal to tax property 
gains was made in isolation. There can be no doubt that the failure to tax 
share gains biases the system in favour of corporate retentions. If this 
bias were not only removed but was reversed, corporate savings could be 
significantly reduced. The adoption of our integration proposal (Chapter 19) 
would, however, ensure that there was no double taxation of retained earnings 


and would also reduce the pressure on management to increase cash dividends. 


The integration system requires the allocation of corporate earnings to 
shareholders and does not require the distribution of cash in order to give the 
shareholders the right to credit for the underlying corporate tax. Management 
could, in effect, substitute tax credits for increased cash dividends. Because 
the interest of management is almost always to retain cash within the corpo- 
ration, we are convinced that the net effect of the taxation of share gains and 
corporate-personal integration would not be to increase total corporate cash 
distributions. Indeed it is more likely that some reduction in corporate cash 


distributions would occur. Despite the full taxation of share gains and de- 
spite the removal of special industry concessions and despite the withdrawal of 
the lower rate of corporate tax, we estimate that adoption of our integration 


proposal would reduce the tax revenue derived from Canadian corporate source 
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income of residents by more than $100 million. We are convinced that some of 
this tax reduction at the personal level would be offset by a slower rate of 
increase of cash dividends and a correspondingly greater increase in corporate 
saving. 

Taxing property gains would undoubtedly change the relative attractiveness 
of different kinds of investments. Other things unchanged, assets that provide 
a return with a high property gain component, not now taxed, would be relatively 
less attractive. Here again, for some assets we are recommending other changes 
in the tax system that would offset this effect. The integration proposal, when 
combined with the taxation of share gains, would reduce the marginal rates of 
tax on the total return from most corporate shares for most Canadian shareholders. 
Low and middle income shareholders in particular (and: the institutions that 
make investments on their behalf) would find holding corporate shares more 
attractive relative to other assets than at present. The cost of equity 
‘capital to Canadian corporations would be reduced, thus encouraging an increase 


in the rate of investment by most corporations. 


Our proposal to allow accelerated depreciation to new and small 
businesses, coupled with the treatment of losses we also recommend, would 


provide an added incentive to invest in new, risky ventures. 


Our recommendations to tax property gains would undoubtedly make invest- 
ment in some assets less attractive. For example, investments in real property 
and speculative mining and petroleum shares would be relatively less attractive 
because after-tax expected rates of return would be reduced. But we have no 
doubt that by inducing more new investment in other corporate shares and in new 
and small businesses, the rate of increase of future output in Canada would be 


enhanced despite these negative effects. 


If after our recommended system was implemented the rates of national 
saving and investment were not adequate, there are a number of methods of 
increasing the growth rate that would be more efficient and more equitable 
than the preferential tax treatment of property gains. These methods are 


discussed in Chapter }. 


Effect on the Rate of Turn-Over of Security Holdings. Another question raised 


by the taxation of property gains, when it is limited to a realization basis 


Zhe 


2 


as we recommend, is the effect on the rate of turn-over of security holdings. 
Because our proposed method of taxation would have the same effect on security 
transactions as a transactions tax of the same magnitude, obviously it mst 

to some extent restrict the turn-over of assets. Therefore, it is necessary 
to examine whether this effect would be so great as to have a disruptive 
influence on Canadian security markets. Because publicly traded securities 
are the most widely held form of investment, it is with these assets that 


our concern is greatest. 


To the extent that our proposal for the full taxation of share gains 
has an impact on publicly traded share turn-over, it will primarily affect 
transactions by individuals who have acquired the shares as a long-term 
investment. Stock exchange members and other individuals engaged a trading 
activities acquire shares in anticipation of an early change in the market 
price and generally dispose of the shares after a short time (say, less 
than six months) regardless of what happens to the price. These persons 
are already taxed on their gains or, if not, are generally engaged in 
short-term buying and selling activities which would be relatively unaffected 
by the measures we propose. Pension funds and other intermediaries dealing 
in shares for Registered Retirement Income Plans will not be taxable so 


that their trading would not be affected by our proposal. 


According to surveys conducted by the two major stock exchanges in 
Canada, individuals acquiring shares with the intention of retaining 
them for more than six months make up less than one half the trading 
activity. Of the business conducted on the Toronto Stock Exchange on the 
days selected, less than one half was for the account of such individuals, 
while the percentage for the Montreal Exchange was under 20 per cent 5/. 
Thus, the potential impact on mobility of the full taxation of capital 


gains is limited to something less than one half the trading activity. 


We attempted to ascertain what the influence on these investors of 
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our proposal would be by reviewing a number of studies that had been 
completed in the United States and by conducting our own survey of share 


transactions by taxpayers with incomes exceeding $25,000. 


The various studies in the United States have attributed different 
degrees of mobility effect to the taxation of share gains. Unfortunately, 
the most ambitious study in this regard concentrated the analysis on 
the level of taxation of realized gains, and ignored the effect of the 
United States tax exemption on gains accrued at death 6/. Therefore, 
the view stated in the study that a reduction in the level of taxation 
on capital gains would substantially increase the turn-over of securities 
is not conclusive. Other studies have indicated that the tax exemption 
on gains accrued at death does reduce mobility, while concluding that 
the taxation of realized gains, at the United States preferential rates 
of tax, has only a limited influence on security transactions. The sharp 
declines in the general level of stock market prices which occur from 
time to time probably have a much greater effect on the mobility of 


capital than would any reduction in the taxation of share gains. 


Our research staff reviewed the number of securities sold in 1961 
and 1962 by a sample of high income Canadian taxpayers 7/. Unfortunately, 
we were unable to conclude whether the mobility of securities in Canada 
was greater or less than that in the United States, because the United 
States studies do not give enough information to provide a comparison 
with the data gathered for Canada. However, our survey does indicate 
that for most Canadian taxpayers in the upper income groups the pro- 
portion of their total portfolio that was disposed of in these years was 
relatively small, despite the fact that this country does not generally 
tax the profit from stock transactions. We did not collect data on tax- 
payers with incomes of under $25,000, but for them the proposed level of 


tax on property gains would be much less significant. 
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Even though the present rate of turn-over of security holdings 
appears to be low in Canada, the taxation of gains at full personal rates 
of tax could well reduce it further. This pressure toward a reduction 
in mobility is, however, at least partially offset by two other influences. 
The investor who held a stock selling at more than his cost would sup- 
posedly weigh the immediate tax cost of a disposition against a potential 
fall in market price, as well as compare the prospective yield from the 
net after-tax proceeds to the current yield being obtained. To cause 
immobility, the known tax cost would have to exceed ie possible decline 
in the share price, and exceed it by a sufficient margin to reduce the 
yield on the prospective investment below that expected on the current 
investment. In addition, because every Canadian taxpayer would know 
that at his death or that of his spouse tax would have to be paid on 
accrued property gains, the value of tax postponement would be reduced. 
Regardless of the amount of tax, it would, of course, generally be most 
profitable to dispose of a stock holding when its price was at its highest 


level. 


Later in this chapter we suggest that, some time after the adoption 
of a comprehensive tax base, provision should be made for the periodic 
revaluation of publicly traded securities by taxpayers, who would take 
any changes in value into account in computing their incomes. Such a 
measure would substantially eliminate whatever immobility was occasioned 


by the taxation of property gains on a realization basis only. 


Preferential Treatment 


Lower Tax Rate. Although property gains are generally taxed at pre- 
ferential rates in other countries, we have concluded that because tax- 
able capacity depends on the amount of a receipt, and not at all on its 
source, equity requires that all receipts, including: proves ty petra aenaell 


be taxed at full rates. 
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It may be argued that, when increases in the price of shares are 
a reflection of the growth in the retained earnings of a corporation, 
the taxation of share gains would mean that part of the earnings of the 


corporation had been taxed twice. 


It should be recognized, however, that on average the prices of 
corporate stocks in the postwar period have increased more rapidly than 
retained earnings. The additional increase in prices during this period 
is a reflection of a more optimistic current estimate of anticipated 
future after-tax earnings than was made earlier; and therefore some part 
of the increase is not, in the first instance, a gain that has already 
been subject to income tax in the underlying corporation. However, we 
think that the question of double taxation of retained earnings would be 
of little significance if the corporate tax were integrated with the 
individual tax, as we recommend in Chapter 19. We anticipate that if 
our recommendations were adopted most corporate income would be dis- 
tributed to shareholders in one way or another for tax purposes. That 
part which was distributed in cash would not be subject to double taxa- 
tion. That part which was allocated to shareholders for tax purposes 
in the other ways contemplated under our integration proposals would 
increase the cost basis 8/ of the shares to the shareholder so that he 
would not be subject to double taxation on earnings retained in the 


company if he sold his shares. 


Substantial administrative problems would be attached to any 
differentiation in rates. Just as exclusions and exemptions from income 
lead to administrative complexities, so would the preferential treatment 
of any type of income also increase administrative difficulties. The 
complexities of the United States Internal Revenue Code could be greatly 
reduced if all property gains were taxed at full rates; the major com- 
plexities are not the result of taxing such gains, but of taxing them 


at preferential rates. 
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For these reasons and because we recommend suitable averaging pro- 
visions, we believe that the only grounds on which we could justify 
preferential rates of tax for a particular type of income would be as 
an economic incentive. Therefore, it is important to discuss again the 
relationship between dividends and gains on capital stock. We believe 
that investors would be generally indifferent as to whether they re- 
ceived their return from capital stock in the form of dividends or gains, 
as long as their total after-tax income is the same. At the present 
time in Canada, dividends usually attract some tax liability while gains 
are generally free of tax, a situation that tends to encourage corporate 
retentions and is therefore the basic cause of the surplus-stripping 
problems, that is, the realization of cash from a corporation with 
retained earnings in such a manner as to reduce ne eliminate the tax 
liability of the shareholder. However, it would be just as undesirable 
to reverse the situation so that dividend pay-outs would be encouraged. 
Therefore, for reasons of tax neutrality, we regard it as a matter of 
some importance that both forms of yield on capital stock should be 
taxed at approximately the same levels—an objective that waild be 


attained if our proposals were implemented. 


The taxation of gains on corporate stock need not depress security 
prices. In fact, an overall rational approach to the taxation of 
corporate source income that considered taxation at the corporate 
level, in the hands of intermediaries, and when ultimately received 
by the individual, could result ina substantial rise in stock prices. 
The effect of taxation on the stock market depends upon the taxation 
of income in general, and corporate source income in particular, and 
not merely on the taxation of gains on corporate stock. Thus, the 
increase in demand for securities that we anticipate would follow from 


the implementation of our proposal for the taxation of corporate source 
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income and from our suggested procedures for taxing financial institu- 
tions should offset any adverse influence that might be expected to 
result from the taxation of gains on corporate stock. The reduction 
in the net cost to a taxpayer of incurring losses, because they would 


become deductible, should also have a favourable effect. 


There is little to be said for the view that an exemption from 
tax for property gains or the taxation of such gains at preferential 
rates would act as a stimulus for an expanding economy. Further dis- 
cussion of the effects of our proposals on equity prices is contained 


in Chapter 57. 


We have not suggested that preferential treatment should even be 
considered for other forms of property gains. None of the reasons 
that might suggest a preference for capital stock gains appears to 
apply in a material way to other forms of property. In addition, the 
more extensive the preference, the greater the complexity and un- 
certainty that would result. In particular, even if a preference 

were granted, it would be imperative that it be related to the sub- 
stance and not to the form of a transaction. There is little economic 
advantage in granting incentives only to those who are able to arrange 


their affairs in the appropriate manner. 


Holding Period. A number of other jurisdictions vary the tax rates 
applicable to property gains according to the length of time a pro- 
perty was held. Arguments have been advanced that a reduced rate of 
tax for the gain on long-term assets gives recognition to the fact 
that a gain when realized may represent a value that has accrued over 


a long period of time. 


We reject this line of reasoning. The phenomenon of a large amount 


of income being realized in one year after accruing for many years is 
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not an unusual one, and there are a variety of ways of averaging income 
to ensure that progressive tax rates do not unduly erode such a receipt. 
We propose in this Report the adoption of several methods of averaging, 
but we reject the principle that a substantial part of any income should 
be exempted from tax simply because the time over which it accrued ex- 
ceeded six months or one year or some other arbitrary period. We see 
nothing to distinguish the realization of such a gain on property from 
a lump sum receipt of income in any other form, and our proposal there- 
fore is that no concession should be granted for realized property gains 
beyond the averaging devices we propose in Chapter 15. In any case, we 
are satisfied that the combination of the averaging proposals with the 
proposed rate schedule would ensure that no taxpayer would incur a 
substantial increase in progressive rates because of a large lump sun 
receipt. Thus, with a maximum rate of personal income tax of 50 per 
cent, and the opportunity to average a gain over an extended period by 
combining our block averaging proposal with the temporary use of the 
Income Adjustment Account, the taxpayer should be able to alleviate 

any potential hardship of applying progressive rates to a substantial 


gain. 


Another argument that has been advanced in favour of holding periods 
is that they could be used as devices for determining eligibility for pre- 
ferential treatment, the intention being to deny the preference to the so- 
called speculator. The speculator is arbitrarily deemed to be the person 
who completes his transaction within a specified period, six months in the 
case of the United States, and therefore preferential treatment is ex- 
tended only to those who delay disposition beyond such a time period. In 
this sense the United States has perpetuated the distinction between “carry- 
ing on business" and "investing" which we find so unpalatable in the present 
Canadian position. In addition, the test is one that even the so-called 
speculator can satisfy with little difficulty. The distinction iv not 


only artificial and arbitrary, but also ineffective if the criterion for the 
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preference is such that virtually any shareholder can readily qualify for 
the benefit. We have concluded that the holding period approach would intro- 


duce complexities into the legislation without achieving its intention. 


In any case, the significant consideration is that in equity we see 
no justification for preferential treatment for any form of gain on trans- 
actions in property. We have set out how problems of lump sum receipts can 
be dealt with adequately, and in our view all realized increases in economic 
power, regardless of their source, should be equally a subject of taxation. 
Inflation and Interest 
Rate Effects 

Another question that is often raised relates to the equity of taxing 
gains accrued over a period of time during which there has been inflation 


or a fall in interest rates. 


It has been argued that it would be inequitable to tax a gain that 
resulted from a general increase in the price level. The point is made 
that such a gain is illusory because it does not represent any real increase 
in purchasing power. This argument, when used to support the exemption of 
stock market gains, appears over-emphasized if the substantial increases in 
the stock market averages are compared with the rather smaller increase in 
the cost-of-living index. In addition, we cannot overlook the fact that 
there are many members of society with fixed incomes who suffer losses in 
economic power because of inflation and are unable to protect themselves 
against it. This is in contrast to the equity holder who, during a period 
of inflation, will generally experience some growth in the dollar value of 
his assets. Because it is not possible to make provision for complete 
recognition of declines in purchasing power brought about by inflation, we 
have concluded that it should not be the function of the tax system to 
attempt to relieve only some segments of the population from the effects of 
inflation. The tax system should therefore, in our opinion, continue to be 


based on current dollars and not on constant dollars. 
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Fluctuations in interest rates necessarily bring about inverse changes 
in bond prices. It is sometimes argued that the gains and losses from 
buying and selling bonds are therefore illusory in some sense and should 
not be subject to tax like gains and losses on other assets. It cannot be 
denied that taxing realized gains on any asset can have a deleterious effect 
on the mobility of capital. This "locking in" effect is not unique to bonds 
and we can see no reason to differentiate gains and losses on bonds, from 
gains and losses brought about by changes in rents, dividends, and other re- 
turns on other assets. Increases in bond prices relative to other prices 
increase the economic power of the bondholder and should be taxed; and con- 


versely for reductions in bond prices. 
Roll-Over Privilege 


Another issue concerning taxpayer equity is the proposition that, if 
property gains in general are to be taxable, there should be an exemption to 
the extent that the proceeds received on a sale are reinvested in other in- 
vestment property. This "roll-over" procedure has an apparent attraction 
in its encouragement of reinvestment by postponing taxation of realized 
property gains that are reinvested. However, we find the proposition to be 
a serious violation of equity. In effect, the suggestion is that those who 
accumulate saving from realized but reinvested property gains shall be free 
of immediate tax, while those who save from other income must pay full rates 
of income tax at the time the income is received. We are unable to find 
any rationale for a system that would enable some property owners to save 
from pre-tax dollars, while others must save from after-tax dollars. at 
such a substantial incentive to investment and saving is considered to be 
desirable, we discuss in Chapter h a number of alternative ways to provide 
it without discriminating among any of the sources of saving. The proposals 
outlined in Chapter 16 for Registered Retirement Income Plans do not dis- 
criminate between sources of income and would be a strong inducement to 


saving. 
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In addition to the serious inequities that would be produced by a roll- 
over provision, there would also be major administrative problems in deter- 
mining what income should be eligible for such a provision and to what extent. 
We examined in detail a number of alternative methods of providing for a roll- 
over and found them all to be subject to major complexities and serious 


definitional problems. 


Revenue 


It has been argued strongly that there should be no change in the tax 
base unless the additional revenue to be produced were substantial. This 
proposition is unacceptable to us, because we believe that a fair sharing 
of the total tax burden would be a goal to be pursued even if it resulted in 

no change in total revenue. Naturally, any proposed alteration in the tax 
heat would be warranted only if it were administratively feasible. We are 
satisfied that the comprehensive tax base would, after the initial transition 
period, have administrative advantages which would far outweigh short-run 
difficulties. We reject any policy under which any form of income would be 
relieved of taxation on the ground that it contributed little to total 
revenue, or that the cost of collection exceeded a nominal percentage of 


the revenue collected. 


It is not possible to estimate with any degree of accuracy what the 
net revenue effects of the taxation of property gains and the allowance of 
property losses would be in any one year. Because such gains are now tax 
free, there are no figures available to indicate their magnitude. Moreover, 
even if such figures were available, any projection would be questionable 
because of the variations in this type of accretion to wealth. However, 
there are statistics available on the United States experience and it is 
possible to arrive at a general estimate of Canadian revenues based on these 
figures. It has been possible to adjust this estimate fairly readily to take 
account of a number of our proposals, because of the statistical material 


that is available. Thus,adjustments were made to reflect the taxation in 
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full of all property gains, the full allowance for all property losses, the 
inclusion as a disposition of a gift or bequest, and the lowering of the top 
marginal rate of personal tax to 50 per cent. However, the impact of our pro- 
posals for the integration of the corporate tax on the revenue to be derived 
from the taxation of property gains is much more difficult to estimate. Ig- 
noring the effect of the integration proposals, we are satisfied that in the 
long run the revenue from the full taxation of property gains of resident 
individuals would exceed 10 per cent of personal income tax revenue, or some- 
thing less than what the United States percentage would be for similar gains 
if they adopted the same procedures 9. Based upon the average rate of tax 
in Canada in 1964, this would have amounted to about $300 million, while the 
taxation of corporate property gains would have resulted in about another $80 
million of revenue. It has also been assumed that the proportions of income 
derived from each of the general sources of income would remain unchanged , 
with total property gains realized by Canadians forming a lower proportion 

of their total income than they do for United States taxpayers. Because 
these assumptions are conservative, and because property gains tend to be 
concentrated in the growing middle and upper income groups, we expect that 
the percentage would increase over time. In the short run, however, the 
revenues would be nominal, because only gains accruing subsequent to the change 
in legislation would be affected, and because the other transitional pro- 


visions we recommend would temporarily reduce the potential revenue. 


The net effect of taxing corporate source income on an integrated basis 
would be to eliminate most of the retained earnings element in share gains 10/. 
However, the goodwill element in share gains would remain and might well in- 
crease because of improved after-tax rates of return from integration, and 
because the resulting increase in the rate of fixed capital formation should 
stimulate share prices. On the basis of experience in the United States, 
where stock gains make up over one half of the total reported property gains, 
the potential revere from the taxation of property gains in Canada, based 
upon average rates of tax, would probably be considerably less then the 
figures given above. Detailed estimates of the overall revenue implications 


of the taxation of corporate source income are contained in Chapter 35. 
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THE PROPOSAL IN OUTLINE 


The following summary gives a general outline of the main principles we 
think should apply in the tax treatment of property gains and losses. In 


subsequent pages some of the major questions which arise will be discussed. 


Gains should be included in income when they are realized, that is, on 
the disposition or deemed disposition of property. The concept of realization 
or receipt of income was discussed in Chapter 9 and the difficulties of 
defining these terms were outlined there, In the case of property gains 
we are suggesting that a realization should be deemed to have occurred when 
there has been a disposition, as we employ the term, even if the disposition 
does not in itself result in the receipt of cash. We have already discussed 
the major problems that an approach of this nature can produce: the breach 
of the ability-to-pay principle if gains are not taxed as they accrue to 
the benefit of the taxpayer, and the problem of lump sum income receipts if 
gains accruing over many years are taxed at progressive rates in one year. 
Taxation on an accrual basis will be discussed later in this chapter, while 


several income-averaging proposals are described in Chapter 13. 


a Persons taxable should include residents, both individual and 
corporate, and they should be taxed on their world gains, just 
as they are now taxed on their world income. The foreign tax 


credit should therefore extend to foreign taxes on property gains. 


A non-resident carrying on business through a permanent establish- 
ment in Canada should be taxed on gains on property employed in 
that business, but should not be taxed on gains on the disposition 
of other property until a satisfactory means can be developed of 


assessing the tax and enforcing its collection. 


2 Gains on all forms of property should be included in computing income, 
sub ject to a limited exception for certain residential, including 


farm, properties. 
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While all losses should also be taken into account in computing income, 
no deduction should be permitted for losses that are in effect items 
of personal consumption. To accomplish this objective, all losses 
should be deductible except to the extent that they resulted from the 
disposition of property that has been held for personal use or con- 
sumption, or rachateqiet ch an activity that could not be reasonably 


related to the earning of income. 


Although, in general, a loss should be allowed as a deduction only if 
a disposition has taken place, we also suggest that a deduction should 
be permitted when there has been no disposition, provided that a loss 
could be shown to have actually occurred. It would not be necessary 


to show that the loss was of a permanent nature. 


The term "disposition" should be used in the broadest sense. It 
should include voluntary dispositions, such as sales or exchanges 

of property, and involuntary dispositions, such as occur on the loss 
of property. It should also include most changes in the form of 
property, even if one person held ownership throughout the trans- 
action. In addition, the termination of a contingent interest in 
property or of an option to acquire property should be treated as 


a disposition. 


These rules would mean that gifts and bequests, which are voluntary 
dispositions of property, would be treated as dispositions for tax 
purposes at the fair market value,as we think they should be. More- 
over, certain events should be deemed to result in dispositions. 
Thus, whenever an individual or a corporation becomes or ceases 

to be resident in Canada, there should be a deemed disposition of 

the property of that person, while on a person becoming resident 

in Canada there should be a deemed acquisition by him of his property 


at the fair market value. 


De 


399 


However, certain events affecting property should not be treated 
as dispositions, so that their occurrence should not give rise to 
a gain or loss. Among these events, if they qualified in the pre- 


scribed manner, we would include the following: 


a) A loss or destruction of property that gave rise to payment 
of insurance or damages if such proceeds were reinvested in 


similar property within a reasonable time. 


b) The expropriation of property if the proceeds were reinvested 


in similar property within a reasonable time. 


c) The transfer of property to a corporation when a business was 


incorporated, 


d) Exchanges of shares and transfers of property on certain 


corporate reorganizations. 
e) The pledging of property by way of security for an obligation. 


When a disposition occurred, the gain or loss should be determined 
by deducting the cost basis of the property from the net proceeds 


of disposition. 


The net proceeds of disposition should be the consideration received, 
less any expense of the disposition. On gifts or deemed dispositions, 
the proceeds should be taken to be the fair market value. The cost 
basis should include the original cost of the property and most 
costs incurred to enhance or to protect its value. In particular, 
it should include any interest and property taxes which the taxpayer 
elected to add to his cost basis rather than to deduct as a current 
expense. There would also be other adjustments to the cost basis in 


certain events. 


Partial disposals would require an apportionment of the cost basis, 
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using either an average cost, first-in-first-out, or some other 


reasonable basis of allocation. 


6. Annual tax returns should include appropriate information as to all 
securities and real property owned. Particulars of all property gains 


and all deductible property losses would also be required. 


Pe The taxation of property gains should not be retroactive. Gains on 
property held on the transitional date should be taxable only to the 
extent that the proceeds of ultimate disposition exceeded the reir 


market value at the transitional date, 


Publicly traded securities should in most cases be valued at their 
market value as at the transitional date. For other property the 
taxpayer should be allowed to value his property as at the tran- 
sitional date, or alternatively to wait until disposition and then 
to apportion any gain or loss, on a time basis, between the periods 
before and after the transitional date. A partial exemption for 
gains determined under the second alternative would make this 
alternative attractive and should reduce the number of detailed 


valuations required. 
Persons Taxable 


The taxation of residents poses few difficulties in determining who 
would be taxable, beyond those difficulties already encountered under the 
present law. However, the situation would be more complex where non-residents 


were concerned. 


The general approach to the taxation of non-residents, that we develop 
in Chapter 26, is that income derived from Canada should be subject to some 
Canadian income tax. Accordingly, the levying by Canada of some tax on gains 
realized by non-residents on the disposition of Canadian property would 


appear to be in order. However, the administration and collection of such 
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a tax would in many cases be difficult, if not impossible, because of the 
problem of determining when a disposition by a non-resident had taken 

place, and the further problem of enforcing the collection of any tax imposed. 
Therefore, we do not propose that property gains of non-residents should 
immediately become taxable in Canada, unless a non-resident carried on 
business in this country through a permanent establishment and the gain was 
on property employed in that business. However, if procedures could be 
developed that would make it feasible to tax other gains of non-residents, 
Canadian tax should be assessed on this type of income in the same way as 


on other income derived from Canada. 


We also recommend that the definition of "permanent establishment” 
should include real property and mining and petroleum rights owned in Canada 
by a non-resident, who would therefore be taxable on gains on the disposition 
of such property. This would require that non-residents also be taxable on 
the disposition of shares of closely held companies used to hold real 
property. If these measures were not adopted, the non-resident owner of 


real property would have a competitive advantage over the resident. 


Gains for Tax Purposes 


We propose that gains on all forms of property should be taxed, pro- 
perty being broadly defined as in the present Act, subject to the exclusion 
provided for below. We do not believe that any other form of gain should 
be excluded on the grounds of equity or administrative complexity. However, 
if some other specific item should be excluded, it would have to be defined. 
We do not suggest that the Act should specify all items to be included in 
income, but rather that it specify any items that are to be excluded. The 
latter approach minimizes taxpayer uncertainty and the inequities that 


could otherwise arise. 


We recommend an exception for property gains realized on the sale of 


residential (including farm) properties up to a lifetime total of $25,000 
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of such gains for a family unit or an individual. Although the reasons for 
this exclusion are largely administrative, there are also social implications. 
The complexities in maintaining adequate cost records over the periods in- 
volved if gains on residential properties were taxed would be considerably 
greater than would be involved for other types of property. In addition, 

the taxation of gains on such properties would give rise to pressure to have 
losses of a similar kind allowed, even though the losses might reflect in 
large measure costs of a personal consumption nature such as depreciation 

of a dwelling. Also, some form of roll-over provision, despite all its 
attendant complexities, might be demanded. We therefore recommend an ex~ 


clusion, but an exclusion limited in some important respects. 


Residential properties and adjacent lands used by the taxpayer as a 
residence should be eligible for the exemption. All property owned and 
operated by bona fide farmers should also be eligible, provided it had been 
worked as a farm unit by the owner for not less than two years. At least 
for a transitional period, the trade or business test should continue to 
apply in order to tax gains arising from trading in such real property. The 
lifetime dollar limit would reduce the significance of the trade or business 
test, and also would make it unnecessary to impose an acreage limitation on 
the exemption as was done in the United Kingdom. To relieve most taxpayers, 
other than qualified farmers, from the necessity of maintaining detailed 
records of improvements, we suggest that the cost basis of residential pro- 
perty could be determined, by election, either on an actual basis or by adding 
to the original cost basis 1 per cent of the cost of the buildings for each year 
the property had been held. If the actual basis were used, then the same 
considerations would apply as at present in determining whether an expendi- 
ture was a repair item or an addition to the capital cost. In addition, as 
we indicate later in this chapter, it should be possible to add to the cost 
basis property taxes and interest, except to the extent they were disallowed 
as personal expenditures. These latter expenditures would therefore be 


available for deduction by qualified farmers, but generally not by the 
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holders of residential real property. Property held at the effective date 

of the new legislation could be valued at either cost or the appraised market 
value at that date. A taxpayer using property jointly for personal living 
and business would be required to allocate his costs and expenses between 
the two. There would be pressures to make a reasonable ailocation, because 
only business depreciation would be deductible, while only personal gains on 
the sale of residential property would be exempt. If members of a family 
unit filed separate returns and each had eligible gains, the exemption would 


be apportioned between them. 
Losses for Tax Purposes 


Deductible Losses. Because we recommend that all realized gains should be 
brought into the tax base, equity requires that all realized losses should 
be applied to reduce the tax base. Subject to what follows concerning pro- 
perty employed in personal use, we recommend that losses realized from 
dealings in property should be deductible in full from all other forms of 
income. This deduction would be considerably more liberal than that existing 
in other countries, 11/ and parallels our recommendations elsewhere in this 
Report for the treatment of business losses. Although this proposal might 
prove expensive to tax revenues in years of declining asset values, we feel 
that not only would it result in a tax base that would be a better reflection 
of taxable capacity, but that it should provide an incentive for risk in- 
vestment. It also has other very desirable economic implications, in 
particular for stabilization policy. Further discussion of the economic 
effects is included in Chapter 47. It should also be noted that our studies 
of the taxation statistics for the United States suggest that the loss 
limitation there places little restriction on the higher income groups, who 
soon realize compensating gains, while many in the lower income brackets 


appear to have to carry forward a loss which in effect becomes non-deductible. 


We therefore rec.mmend that the loss carry-over provisions that we sug- 


gest for business losses in Chapter 22, a carry-back of two years and an 
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unlimited carry-forward with the loss being deductible from all other kinds 


of income, should also apply to losses on the disposition of property. 


Non=-Deductible Losses. The general proposition for the deduction of losses 
has, however, serious implications as regards principle and administration. 
We do not intend to recommend the deduction from the tax base of items of 
personal consumption; thus, for example, depreciation or losses on assets 
employed for personal use should not be deductible. The primary obstacle 

to an allowance for a capital loss realized when a consumption asset is lost 
through damage, destruction or theft is one of determining the depreciated 
value of an asset at the time of loss. There would also be a problem of 
enforcement under a tax system which would disallow a deduction for partial 
losses, through depreciation, but would permit a deduction of a complete loss, 
through destruction. In addition, a tax system that permitted the deduction 
of such losses should logically allow the deduction of expenses incurred to 
reduce the amount of these losses. Any listing of such expenses would be 
lengthy, and the administration of such an allowance would be complex and 
uncertain. Therefore, the inability of the taxpayer, and even more the in- 
ability of the tax administration, to ascertain accurately the gain or loss 
from the depreciated value arising on the disposition of personal assets, 

as well as the additional administrative difficuities involved, have led us 
to the conclusion that it would be necessary to disallow all losses on 
property held for personal use, including losses arising on the disposition 


of a residence. 


Losses on the Disposition of Property. The above conclusion in turn leads 

to the question of how best to determine whether property has been held for 
personal use. The recent legislation in the United Kingdom speaks of "tangible 
movable property", and exempts gains and losses that are within a prescribed 
monetary limit. It is difficult to assess, at least until some experience 

has been obtained, whether such a provision is the best way to meet the 


problem. We have already recommended that the deductibility of expenditures 
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should be limited to those outlays that are reasonable, are related to the 
earning of income, and are not for personal use or consumption. The juris- 
prudence on the last test has already established a number of limitations on 
deductibility, and we expect that the courts would continue to develop the 
necessary concepts to determine those expenditures that were a proper charge 
against income. It therefore appears reasonable to apply the same tests to 
losses in order to establish their deductibility. Thus, for property losses 
a deduction should be permitted if at the time of disposition the purchase 

of the same property for the same use would be deductible at some time, under 
the statutory rules that we recommend. An approach of this nature would un- 
fortunately produce some uncertainty, but after examining a number of altern- 
atives we are satisfied that it would be the only way to ensure that all 
reasonable property losses would be deductible. Nevertheless, we shall 
describe later an alternative approach that might be applied if the defini- 


tional problems become excessive. 


The proposed allowance of losses on the disposition of property 
parallels that recommended for business losses, and therefore means that 
in most circumstances there would be no significant difference between 
business gains or losses and property gains or losses; an approach that 
would have the obvious advantage of eliminating much of the existing un- 
certainty in the Canadian tax system. Therefore, we recommend that all 
gains should be included in income, including any gain on the disposition 
of an item of personal property, but we recommend that the general allowance 
of all losses should be restricted by denying a deduction for losses of a 


personal nature. 


In relation to business losses we have proposed an arbitrary rule to 
the effect that,if such losses have been incurred in three years during a 
five-year period, and, if subsequent gains from the same business do not exceed 
these initial losses, then subsequent losses would be regarded as losses of 
a personal expenditure nature and could be applied only against income from 


the same business for other years. This rule is obviously not applicable 
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to losses incurred on the disposition of property (unless it is property 
employed in sucha business) since various types of properties might be 
disposed of during a period of years and the fact that net losses were incurred 
would not lead to any implication that any particular property was acquired 

or used for personal consumption. The question of whether property losses 

are of a personal nature, so that their deduction would be restricted, 

would have to be determined on the facts of each case unless it should be 

found necessary to adopt the alternative approach which we will refer to 


later. 


The possible inequity of taxing gains on some transactions, for example, 
on property for personal use, while disallowing losses on similar transactions, 
is more apparent than real. Only where the sale price of property held for 
personal use exceeded the original cost, rather than the depreciated value, 
would the excess be subject to tax. It is unlikely that there would be many 
items of this nature, and if they were material, the possibility would exist 
that they were acquired with a business. motive. The possible inequity of 
not allowing a deduction for the loss or destruction of personal property 
that might result in a substantial reduction in taxable capacity is not 
great, because most consumer durables can be easily insured to provide 


sufficient protection against such an eventuality. 


The major potential inequity in the above approach relates to gains 
and losses on certain kinds of property that are of a personal nature but 
that are not actually consumed. The chief examples are works of art and 
jewellery. It seems to us to be equitable to make some provision for any 
losses on such property that might arise. Therefore, we recommend that the 
legislation specifically permit the deduction of most losses on the dis- 
position of property that would otherwise be disallowed from gains realized 
on the disposition of similar kinds of property in the preceding two years, 
in the same year, or in any succeeding year. This provision matches the one 
we recommend for "business" losses that were or were deemed to be of a 


personal nature. 
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Losses on the disposition of residential real property, which are 
losses on property held for personal use and not therefore deductible, should 
not be eligible for this carry-over. Losses on the disposition of personal 
property result mainly from two processes: the "using up" or depreciation 
of the property, and the gain or loss in the value of the property caused 
by external influences unrelated to wear and tear. The latter process would 
usually result in a gain, unless a loss of a casualty nature had occurred, 
for example, a fire. Losses resulting from depreciation should clearly be 
excluded from the tax base as being of a personal nature, while gains or 
losses of the second kind are similar to those arising from the disposition 
of other kinds of property and should, in principle, be included in the tax 
base. As already pointed out, it is difficult, if not impossible, to segre- 
gate a gain or loss on the disposition of personal property into these two 
elements. As a result we recommend that in the case of property held for 
personal use only the net gain, that is, the excess over the depreciation 
loss, should be taxable and that no loss should be deductible, even if no 
part of the loss was attributable to depreciation. We have suggested that, 
to relieve the inequity that such a provision might cause to a taxpayer who 
disposed of a number of items of the same kind of property, any losses should 
be deductible from gains on the disposition of similar property. However, 
the extension of this concession to residential property would not be 
warranted. If a taxpayer has a number of transactions in this kind of pro- 
perty he might well be engaging in a form of business or investment. In 
addition, the depreciation element in residential property is substantial, 
and a loss carry-over would only benefit those who are in a position to 
derive substantial speculative gains on an increase in land values. Further- 
more, any potential inequity in the procedure we recommend should be more 
than compensated for by our recommendation that there should be a lifetime 


exemption of $25 ,000 in residential property gains for each tax unit. 


The farm property of a bona fide farmer should not be classed as personal 


property for this purpose, and therefore losses incurred on the disposition 
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of such property would be allowed as a deduction from any income. However, 

it would be reasonable to provide that, before a property gain could qualify 
for exemption under the $25,000 allowance, it would be necessary to "recapture" 
any property losses on farm property which had previously been claimed as 


deductions from other income. 


Operating Losses on the Holding of Property. In Chapter 9 we recommend that 


while business losses and losses incurred on the disposition of property should 
be deductible from other income, subject to certain limitations, operating 
losses arising from the holding of property should not be deductible from in- 
come arising from other sources. We recommend this treatment because we 
believe it would be the mode appropriate way to match income and expenses for 
tax purposes. The difficulty in matching income and related expenses arises 
because property is often held with a view to eventual disposal at a profit. 
Because the increment in property value is not brought into account until it 
is realized, it would not be reasonable to permit the annual deduction of 
operating losses that represented the carrying costs associated with such 
ultimate gain. An additional consideration is that it would often be difficult 
to determine to what extent a property was held in anticipation of a gain, 
and to what extent it provided the taxpayer with a personal benefit. By not 
allowing these losses to be deducted from other income, but rather permitting 
them to be carried back two years and forward indefinitely for deduction from 
operating income (but not gains on disposition) from the same property, the 
desired objective should be attained. To alleviate the difficulties which 
such a limitation might otherwise cause, we recommend that certain expendi- 
tures that are commonly thought of as being a cost of current operations, but 
that are also costs of "carrying" the property, should be permitted to be 
capitalized. Thus, costs that were primarily related to the holding of pro- 
perty, with a view to its later disposal at a gain, could be added to the 

cost basis of that property. This would reduce the current operating expendi- 
tures, and therefore the current losses, and would match the expenses more 
closely to the expected revenue, that is, the property gain. The capital- 


ization of these expenditures would be optional to the taxpayer. 
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Although there are a number of kinds of expenditures that might be 
eligible for capitalization, we consider the prime examples to be interest 
and property taxes. The costs of establishing or defending title to the 
property, and damage costs related to the ownership of the property are also 
items which should reasonably be eligible for capitalization. Where property 
is clearly of a personal consumption nature, such as residential property or 
consumer durables, carrying charges such as interest and property taxes 
should not be deductible, and the taxpayer should not be able to capitalize 


them or add them to the cost basis of the property. 


Alternative Treatment of Losses. In the event that the procedure we recommend 
for limiting the deduction of losses of a personal nature proved difficult to 
administer, we suggest as an alternative that the Act permit only the de- 
duction of losses that were specifically defined, and that items of property 
employed in personal use should not be included in the list of allowable 
losses. The list, apart from business losses, should include losses suffered 
on the disposition of: securities; real property, except for residential 
property as already defined; machinery and equipment used in a business; 
intangible property as defined in Classes 13 and 14 of the capital cost 
allowance regulations (as expanded); purchased goodwill; interests in trusts, 
non-registered pension plans, etc.; and such other kinds of property as could 
be specifically defined and were not generally employed in personal use. 

Other property losses would not be deductible from other income, but would 

be deductible from gains realized on the disposition of similar kinds of 
property in the preceding two years, in the same year, or in succeeding years. 
The word "securities", in this context, would mean capital stock and obligations 


such as bonds, debentures, notes, mortgages, and other funded indebtedness. 


To include in the tax base all gains other than those specifically 
excluded, and to deny a deduction from the tax base of all losses other than 
those specifically allowed, has obvious advantages in certuinty and adminis- 


trative feasibility. However, it does not explicitly permit all losses that 
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are not of a personal consumption nature, and therefore we suggest it only 


as an alternative. 


Determination of When a Loss Should be Deductible. In the above discussion 
the word "loss" has been employed, and the precise meaning of the word there- 
fore becomes significant. Basically, a loss should be defined to occur when 
there has been a disposition of property at a price that is less than the 

cost basis, when the property has ceased to have any significant value, or 
when the value of the property is shown to have declined to a point from which 
there would be no further fluctuation in value 12/. Although a definition of 
this nature would permit the claiming of a loss when a disposition had not 


taken place, ordinarily it would be difficult to do so. 


In order to serve as an incentive to risk taking, and to reduce the need 
for regulations to prevent abuses in this area, we wish to provide additional 
means of claiming losses. We suggest that a taxpayer should be permitted to 
value all of his publicly traded securities, or any of them he may select, 
at either cost or market (or possibly at a price between cost and market). 
Although the option of valuing securities at a price other than cost would 
primarily be utilized by taxpayers who wished to claim a loss, in some cases 
a taxpayer might find it appropriate to accrue an unrealized gain. In this 
case the taxpayer would compute his income as if he had sold the securities 
at the year end at the adjusted price, and had reacquired them at the same 
price. However, in the case of a reduction in market below cost, if later the 
price of the security recovers, the taxpayer's cost basis should be increased 
up to the market value but not to an amount exceeding the original cost basis 
to bring such increase into income. The fact that the taxpayer could use 
this option for only some of his securities, and need not claim the full 
write-down to market, should reduce the number of instances when this upward 
revaluation would be required. This proposal would also considerably reduce 
the use of the so-called "wash sale" 13/ procedure to recognize a loss or 


gain, and would therefore avoid some artificial stock market transactions and 


~~ 


367 


fluctuations. However, if the required upward revaluation on a subsequent 
recovery of prices encouraged taxpayers to engage in "wash sales", considera- 
tion should be given to dropping the required revaluation. Experience in the 
United States has shown that regulations to prevent this type of artificial 


realization only lead to more complex manipulations. 


We also suggest that taxpayers should be allowed to revalue their hold- 
ings in a private corporation by following certain procedures. We think that 
such revaluations should be settled with the tax authorities and that the 
private companies concerned, rather than individual shareholders, should be 
responsible for the negotiations. They should be permitted to undertake such 
negotiations only if formally instructed to do so by the holders of a majority 
of the voting shares of the company. Individual shareholders would not be 
required to utilize the valuation so arrived at, but if they did, the tax 
authorities would retain the right to revalue to not more than original cost 
if the securities concerned subsequently appreciated in value. This pro- 
cedure would make investment in risk enterprise more attractive and should 
reduce the attraction of trading in loss companies. It might become necessary, 
because of the difficulties of supporting a revaluation of a private share, 
to introduce regulations permitting the use of stated valuation procedures. 

In any event, we hope that the tax authorities would establish the procedures 
to be followed in a manner that would minimize uncertainty for the taxpayers 


concerned. 


Individual taxpayers might also be permitted to revalue other property 
that was not employed in a business, if they were able to demonstrate that 
there had been a loss in value. Again, upward revaluation should be required 
in the event that the property regained its value. Thus, an individual could 
be permitted to revalue an interest in a trust or a similar intangible pro- 
perty interest. This provision should not be extended to property employed 
in a business, because the ordinary rules applicable to the determination of 


property losses in a business, and the amortization of depreciable property 
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should be satisfactory. In any case, a loss suffered by a company could be 


claimed by a shareholder through the disposition or revaluation of his shares. 
Dispositions for Tax Purposes 


The principle of recognizing only realized gains on property may generally 
be accepted on grounds of administrative convenience, but the principle of 
taxpayer equity would be violated if it were possible for taxpayers to post- 
pone indefinitely, or to escape permanently, their underlying tax liability. 

The comprehensive tax base that we recommend includes all a taxpayer's in- 
crements in wealth, whether realized or not. Any variation from the pro- 
cedure of computing tax liability on the basis of an annual accrual of 
property increments would be a violation of equity, even though administrative 


considerations may make such a variation necessary. 


It would be possible to accept the postponement of taxes inherent in 
the realization principle only if it were temporary. We have therefore said 
that the term "disposition" should be used in the broadest sense. It should 
include any form of transfer or alienation of title to property, inciuding 
sales, exchanges, gifts and bequests of property, except transfers from one 
member of a family unit to another. It should inciude the termination of a 
contingent interest in property, and extend to involuntary disposals of 
property arising, for example, through expropriation, theft, damage or 
destruction; in such cases any compensation recovered whether by insurance, 
damages or otherwise should be treated as proceeds of disposition. While in 
the case of bona fide transactions at arm's length the actual proceeds should 
be included in computing income, in the case of gifts, bequests and trans- 
actions not at arm's length, the disposition should be deemed to take place 
at the fair market value. However, we suggest that, under certain circum- 
stances discussed below, some of these involuntary disposals should not be 


regarded as dispositions for tax purposes. 
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Exchanges of Property. The exchange of one property for another could raise 
difficulties, because the parties would not realize cash with which to pay 
any tax liability that may accrue. In the case of voluntary dispositions 
there generally should be little hardship because the parties would supposedly 
have foreseen the situation and have taken steps to meet their tax liabilities. 
Because an individual taxpayer would be required to pay tax on his accrued 
gains at the latest upon his death or that of his spouse, the hardships would 
be mainly a question of timing, because an exchange would attract tax at an 
earlier date than would otherwise have been the case. To exempt voluntary 
exchanges of property for the corporation would be especially unreasonable, 
for it could result in a permanent deferment of tax liability. However, 
certain specified types of exchanges, especially those occurring in connection 
with certain corporate reorganizations, should not constitute realizations. 


These are discussed below. 


Disposition on Death. We do not suggest that a transfer on death should be ex- 
cluded from being a disposition for tax purposes. Although the United States 
does make such an exclusion, and although the United Kingdom has a substantial 
monetary exclusion, we consider that it would be a serious breach of taxpayer 
equity to grant such an exclusion from the comprehensive tax base. For 
example, one could compare the lifetime tax burden of two taxpayers with 
identical lifetime economic incomes, on the assumptions that one taxpayer 

died the day after liquidating all his assets, while the second taxpayer died 
before any such liquidation. The tax capacity of the two taxpayers would he 
identical, but their tax liabilities could be drastically different, and 
would be equalized only if there were a deemed disposition for tax purposes 

on the death of the second taxpayer. The economic implications of deemed 
dispositions in such cases are also considerable for, as has already been 
discussed, to the extent that immobility of capital investment does exist 

in the United States, it would appear to be largely the result of the tax 
deferment and exemption extended to accrued gains on property transferred 


by gifts and bequests. Basically, we consider it would be intolerable 
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to permit some taxpayers to escape their "accrued" tax liability by merely 


reducing the number of dispositions that they made during their lifetime. 


There are two potential inequities that could result from the taxation 
of a disposition on death. The first concerns the availability of cash to 
meet the tax liability. The second results from the possible application at 
one time of steeply progressive rates of tax to an amount of income that had 
accrued over a number of years. We feel that taxpayers are capable of plan- 
ning their affairs to meet the first situation, but that payment of certain 
tax liabilities should be permitted over time with an appropriate rate of 
interest. The problem would be substantially alleviated by our recommend- 
ation that under the family unit approach there should not be a disposition 
for tax purposes on the death of one spouse, but only when the family unit 
terminated, The averaging provisions we recommend in Chapter 13 should be 


adequate to relieve most problems resulting from the bunching of income. 


Excluded Transactions. In addition to recommending that there should be no 
disposition for tax purposes on a Openetcr between members of a family unit, 
there are other cases in which we recommend that a disposal should not be 
considered to have taken place. Transactions of this nature should be 
specifically excluded from being dispositions for tax purposes. Generally 
these are cases where there has been no change in the essential continuity 
of an investment, although there may have been some alteration in the form 


of the investment, 


In the event of certain involuntary disposals of business property, 
any proceeds received may be required to be reinvested in replacement property 
to ensure continuity of the business. The present legislation with regard 
to the recapture of depreciation recognizes this situation, by providing 
that insurance proceeds payable in respect of loss or destruction of property 
need not be brought into income if reinvested in similar property within a 
limited period. We recommend that such a provision should be retained and 


extended to apply to gains in excess of the cost basis. It should also 
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cover damages or other compensation for loss or destruction of property, and 
the proceeds resulting from an actual or threatened expropriation or com- 
pulsory taking of property, but only to the extent that the proceeds are re- 
invested in property of a similar nature within a reasonable period. In 
such cases, the cost basis of the new property would be related to the cost 


basis of the original property. 


It is also necessary to consider the extent to which corporate re- 
organizations, amalgamations and other inter-company transactions should 
attract tax. We recognize that it is often necessary to change the form of 
ownership of a business or property, or to rearrange or reorganize the affairs 
of corporations for business reasons. If every such change or reorganization 
were to result in a disposition for tax purposes by the shareholders, or the 
corporation, or both, this could have an inhibiting effect and could tend to 
produce undesirable rigidity in corporate structures. Because we regard a 
corporation as an intermediary, and individuals as the persons who ultimately 
bear the taxes, we consider that certain corporate reorganizations and 
transfers which change the form of ownership, but do not effect a change in 
the ultimate beneficial ownership of a business or property, should not re- 


sult in a tax liability. 


A type of transaction which does not involve a change in the essential 
continuity of an investment can occur when a business is incorporated. Ac- 
cordingly, where property other than securities is transferred by an individual 
or individuals to a new company in exchange for common shares of the company, 
we consider that the disposition of each asset or class of assets should 
generally be regarded as having taken place at its cost basis to the trans- 
ferors as adjusted by capital cost allowances and otherwise to the date of 
transfer (which is referred to below as the adjusted cost basis). However, 
the parties should also have the right to elect that the disposition would 
take place at a price which was specified as being the fair market value of 


the assets transferred. If this election was made, and if the price specified 
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for all the property transferred and for each asset or class of assets should 
be shown not to be the fair market value, the administration would be en- 


titled to require that this price be adjusted to the fair market value. 


In the event that the property was transferred by an individual to a 
new company in exchange for common shares of the company which were publicly 
traded and which represented less than, say, a 25 per cent interest in the 
outstanding common shares of the company, the disposition should not be per- 
mitted to take place at the adjusted cost basis of the property to the 
transferor, but rather should be at the fair market value of the property 
transferred. Otherwise, an individual selling property to the company would 
be able to unduly defer taxation on the profit realized on the exchange. af 
the transfer was made at the cost basis of the property rather than the fair 
market value in consideration for common shares which were not publicly traded, 
or which were publicly traded but represented more than 25 per cent of the 
outstanding common shares of the company, and these shares subsequently be- 
came publicly traded or became less than 25 per cent of the outstanding 
common shares of the company, the individual should be deemed at that time 
to have disposed of the shares at their fair market value and to have re- 


acquired them at the same price. 


The procedure outlined above for the transfer of property to a new 
company should apply equally to a transfer of assets to an existing company 
in exchange for common shares by the individual who owned all of its common 
shares, or by several individuals who owned all the common shares if the 
transfer was made by the individuals in proportion to their shareholdings 


and this proportion did not change on the carrying out of the transaction. 


It may be that the procedures we suggest could be made available where 
the property was exchanged for redeemable preference shares or other securities, 
as well as when it was exchanged for common shares, but it would be necessary 
to regulate such a procedure to ensure that it was not utilized as a device 


for tax deferment. 
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Another type of transaction which does not involve any change in the 
continuity of investment is a transfer between a company and its wholly 
owned subsidiary or sub-subsidiary, or between companies which are wholly 
owned directly or indirectly by the same shareholder (or by the same share- 
holders in the same proportions). This would include a liquidation of a 
wholly owned subsidiary corporation. The legislation should provide that 
any such transfer of an asset or class of assets may be made at its adjusted 
cost basis to the transferor, or at the fair market value, or at any price 
between these two figures. In the case of each such transfer, including a 
transfer ona iqusaseren of a wholly owned subsidiary, the transfer price, 
or the basis of computing the transfer price should be specified by the parties. 
If it was lower than both the cost basis to the transferor and the fair market 
value, or if it was higher than both of these amounts, the administration 


should be entitled to require that the price should be adjusted accordingly. 


We must also consider the treatment of a statutory amalgamation of two 
or more companies. In this case there should not be a deemed disposition of the 
assets of the companies, but there should be a deemed disposition by the share- 
holders (except an amalgamating company) of their shares at the fair market 
value. The same treatment should apply if a corporation transferred all its 
assets to another corporation in consideration for securities of the other, 
provided the transferor corporation was then liquidated immediately. In this 
case, as on any liquidation, the shareholders of the transferor corporation 
would be regarded as having disposed of their shares for a consideration 
equal to the value of what they received on the liquidation. This value 
would then be the cost basis of the securities received on the liquidation. 
The cost basis of the assets to the transferor company, and the tax treat- 
ment of the assets transferred, would be carried over to the continuing 
corporation. This would also apply in the case of an amalgamation. The 
provisions contained in section 85I of the Income Tax Act could be used as 


a guide in this connection. 
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As far as other corporate transactions are concerned, our general 
approach is that transfers and exchanges of assets and securities in such 
cases should constitute dispositions for tax purposes. However, while it 
may be reasonable to tax share exchanges of capital stock in two unrelated 
corporations, primarily to ensure tax neutrality between the various forms 
of purchase offers, and because of the aba ery and tax avoidance that 
could arise if any exemption were permitted, exchanges of capital stock in 
the same or related corporations are in many cases a reasonable subject for 
exemption. The interest of the shareholder may not be materially altered 
in substance, although it may be in-form. It is possible to define a re- 
stricted exemption in this case in a manner that should preclude most un- 
certainty and most possibilities of utilizing the exclusion as a tax post- 
ponement device. We suggest that an exchange of shares of capital stock 
should not be a disposition if immediately after the exchange the taxpayer 
had the same proportionate participation in votes, in distribution of income 
and on liquidation that he had immediately prior to the exchange. This rule 
should apply to the subdivision or consolidation of the shares of a company, 
to the splitting of shares of a particular class into two or more classes 
of shares, to the variation of some rights attaching to shares, and to similar 
kinds of recapitalizations. The cost basis of the securities exchanged should 
apply to the new securities received. We do not suggest any other exemption 
on an exchange of securities, although we do not rule out the possibility 
that others could be developed that would not invite exploitation for tax 


avoidance purposes. 


The disposition of an asset by way of security for an obligation should 
not be treated as a disposition for tax purposes. The same rule should apply 
to the re-transfer of the asset on the discharge of the obligation. Although 
a taxpayer could in this manner obtain cash in excess of the cost basis of 
property without any tax liability, we feel that it would be exceedingly 
difficult to enforce any provision that deemed a loan on a security to be a 


disposition for tax purposes. 


319 


The United States Internal Revenue Code contains various provisions 
which allow a tax deferment for certain kinds of corporate reorganizations 
and share exchanges. These provisions, by and large, are complex and have 
led to problems of tax avoidance. Apart from this, certain of the reorgan- 
izations permitted in the United States would not be feasible in Canada 
because of differences between the corporate laws of the two countries. We 
have also considered the fact that the United Kingdom provisions in this 
general area, including those relating to take-over bids, are more liberal 
than those we have suggested. These provisions are also somewhat complex, 


and it is not yet clear how they will work in practice. 


Our general approach is partly influenced by our proposal for the in- 
tegration of the corporate and the individual tax, a procedure that is not 
now followed by either the United States or the United Kingdom. We think 
that under our integration proposals, capital gains on shares arising from 
an accumulation of underlying corporate earnings would not be the problem 
that they would be if integration were not introduced. We also think that 
a tax-free investment roll-over would in most cases lead to more inequities 
than it would alleviate. Although problems of liquidity could arise under 
our approach because the shareholder might not have the cash available with 
which to pay the tax, we do not believe that this problem would be suf- 
ficiently serious to warrant introducing complex measures that could lead to 
uncertainty and to tax avoidance. Moreover, reorganizations often take place 
in times of corporate difficulty when it is unlikely that a gain would result. 
This may not ordinarily be the case where corporate amalgamations or take- 
overs are involved, but in these circumstances there is usually a material 
change in corporate structure or control, and the gain involved is to a large 
extent the result of such change. In such circumstances it appears reasonable 


to impose the tax at the time the gain arises. 


We appreciate that our list of exempt dispositions is limited and per- 


haps should be extended. We think, however, that additions should be made 
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only after careful consideration of the problems of administrative com- 
plexity, uncertainty, and possibilities for tax avoidance which may be 


involved. 


Deemed Disposition on Change of Residence. Apart from the cases of volun- 
tary or involuntary dispositions already mentioned, we recommend that a 
disposition should be deemed to have occurred when a taxpayer, individual 


or corporate, gives up Canadian residence. 


The same equity considerations already discussed in connection with 
a disposition on death apply to the question of deeming a disposition to 
have taken place when a taxpayer gives up his Canadian residence. We do 
not think it should be possible for a taxpayer to escape tax on property 
gains that have accrued during his residence in Canada simply by becoming 
resident in another country. Our recommendations for general averaging 
provisions, and for spreading the payments on the tax liability should 
be sufficient to meet the major difficulties of liquidity and lump sum 


income that could arise. 


The deemed disposition on a change of residence would also be 
significant for a taxpayer who became resident in Canada. Because the 
disposition would be deemed to take place immediately prior to the change 
in residence, such a taxpayer would value all his property at market 
value when he became resident, and would be subject to tax only on sub- 


sequent gains. 


There are administrative problems in connection with deemed dis- 
positions on a change of residence. We recommend that in general indi- 
viduals leaving Canada should either be asked if they are giving up their 
Canadian resident status or should be required to sign a simple declara- 
tion indicating whether they are emigrating or only planning a temporary 


absence. Those who were emigrating should be required to show evidence 
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of a tax clearance, which would be obtainable only after the filing of 

a final tax return that brought accrued property gains into taxable in- 
come. It would be essential to have procedures under which clearance for 
emigration would be issued expeditiously on the posting of adequate secu- 
rity or on the giving of adequate undertakings without awaiting assess- 
ment of the final return. Also, if suitable arrangements to ensure pay- 
ment of future tax liabilities could be made, the taxpayer should be per- 
mitted to elect to continue to be taxed as a Canadian resident by filing 
returns on a world income basis, so that a disposition would not have to 


be deemed to have occurred. 


We appreciate that at the present time questions are only asked of, 
or forms required from, persons entering the country, so that additional 
staff would be required to implement this recommendation. However, to 
accomplish the desired objective the procedures would not have to be 
complex. Initially the question need only be asked and a form required 
from those who indicate they are giving up their resident status. In 
some cases (e.g., commter crossing points) it would not even be necessary 
to ask any questions. Eventually the carriers (airline, railway or bus 
line ) might be asked to have their passengers complete a simple form 


which the carrier would then turn over to the border official. 


The enforceability of provisions such as these would to a great 
extent be dependent upon taxpayer honesty, which fortunately has been 
sufficient in Canada for the operation of a self-assessment system. 
Most taxpayers would be unwilling to sign a false declaration and, more 
important, would be reluctant to be labelled as tax evaders who could 
not re-enter the country because of the threat of prosecution. The tax 
authorities would have no difficulty in determining who had not made an 
accurate declaration, for the fact that annual tax returns ceased to be 


filed would raise questions as to why the taxpayer was not reporting his 
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income. Although it would be necessary, in order to maintain the 

equity of the tax system, that action should be taken to collect tax at 
the time of a change of residence, we have not recommended more stringent 
procedures because it is also important that regular business activity 
and ordinary travel should not be inhibited or restricted. It may be 
that some individuals would avold their liability, but under our sug- 
gested procedure it would be clear in such cases that an illegal act had 


taken place. 


Assuming that the present basic rule remains that companies incorpo- 
rated in Canada shall be deemed resident here, we are concerned simply 
with companies formed abroad which have become resident in Canada and 
then cease to be so resident. The number of such corporations is likely 
to be small, but we think it appropriate that a disposition of their 
assets should be deemed to take place for Canadian tax purposes when 
they ceased to be resident here. Enforcement measures where necessary 
could be directed against the individuals who were directors or officers 


at the time of the change of residence. 


Because it would be possible that a taxpayer, after a change of 
residence, might also become subject to tax in another jurisdiction 
when the accrued gain was realized, it would be necessary to allow a 
full foreign tax credit with respect to such gains, even if this in- 


volved a refund at a later date when the foreign tax was paid. 


Accrual of Gains or Losses. The final question we wish to discuss in 

the context of dispositions is whether there should be at least a modi- 
fied form of taxation of property gains on an accrual basis. We have 
emphasized in a number of places in this Report that income arises when 
there is an increase in economic power, and that economic power increases 


when the market value of property increases. We have also pointed out 
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the inequity inherent in the realization approach, in that taxpayers 

who retain investments which have appreciated in value are, in effect, 
allowed a tax-free investment of the accumulated gains that are built up 
free of tax, while others, who turn over their investments, are denied 
this privilege. Nevertheless, we have suggested that other considerations, 
for example, the administrative difficulties involved, require that, in 
general, the theoretically correct accrual approach must give way toa 


realization basis for determining income. 


On the other hand, in a number of places in this chapter we have 
pointed out cases where the realization basis in itself would lead to 
administrative difficulties and inequities. Most important, we have 
emphasized that under the comprehensive tax base, which would require 
that all income would be taxed at full progressive rates, there could 
be some reduction in the mobility of capital if property gains were taxed 
on a realized basis only. An accrual approach would also assist in 
reducing the problems associated with deemed dispositions, corporate 
reorganizations, and other situations where the build-up of gains over 
a number of years created difficulties, not only because of the liquidity 
problems, but because the large potential tax liability would increase 
the risk of attempts at tax evasion. Also, any reduction in the volume 
of ieeent accrued gains would lessen the significance of the arbitrary 


rules for determining when a disposition had taken place. 


If the accrual requirement was made applicable only to assets that 
could be readily valued and was not required annually, then difficult 
administrative problems should not arise. In particular, because the 
number of securities involved for most taxpayers would not be large, it 
would be a relatively simple matter to value publicly traded securities 
every five years. Such a procedure would be applied to each holding of 


@ publicly traded security once it had been retained for five years. This 
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would mean that the accrual requirement would be applicable only in a 
limited area, but would have the desired effect of reducing substantially 


the long-term accumulation of untaxed gains. 


We have considered the problem of the ability of the taxpayers to 
meet such tax liabilities, and have concluded that even ifa taxpayer — 
were forced to liquidate some part of his holdings it would not generally 
lead to hardship, but rather would be a necessity for overall taxpayer 
equity in order to ensure that taxpayers were not allowed to defer pay- 
ment of their income taxes. It is unlikely that many investors would 
experience any difficulty in meeting such tax liabilities, particularly 
because our integration proposal should increase the total cash flow to 
most shareholders, but hardship could arise where there was a thin market 
for the securities. Therefore, if some consideration were to be given 
to the liquidity problem it should be in the form of allowing a time 
period for the payment of taxes on accrued gains that exceeded a certain 
proportion of total income. Interest should be payable on such deferred 


taxes. 


After some experience had been gained and after certain valuation 
procedures had become more widely accepted, it seems likely that such a 
requirement for periodic accruals could be extended to other forms of 
property. For private companies, the use of the same valuation pro- 
cedures as those employed for the optional revaluations we have sug~- 
gested earlier would appear to remove undue difficulties. In fact, 
after some experience had been gained in this area, it should be possible 
to formulate a number of rules that would greatly facilitate the valua- 


tion process. 


Nevertheless, despite our concern with the inequity, complexity, 
and the other problems of the realization approach, we do not recommend 


the immediate enactment of provisions taxing accrued gains. 
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Computation of Gain or Loss 


When a disposition for tax purposes took place, it would be necessary 
to determine the amount of the resultant gain or loss. In most cases the 
computation would be relatively simple, with the cost basis of-the pro- 
perty being deducted from the net proceeds on disposition. The net pro- 
ceeds would be the balance of the consideration for the property that 
remained after all the expenses of disposing of the property had been 
deducted. In the case of non-cash gifts, or deemed dispositions on 
death or change of residence, the proceeds would be based on the fair 
market value of the property. The cost basis would include all acquisi- 
tions and improvements and certain other adjustments that we have already 


discussed. 


The receipt of stock dividends, or other forms of non-cash distri- 
butions or allocations on shares which we describe in Chapter 19, would 
increase the cost basis. Similarly, the attribution or allocation for 
tax purposes by an intermediary of a property interest, such as a share 
in a trust or an interest in an unregistered pension plan, would increase 
the cost basis of the property interest. If the holders of securities 
of a company were issued rights to take up additional securities, the 
cost basis of their original holdings would be increased by the amounts 
paid to exercise the rights. In addition, we have suggested that a tax- 
payer should be permitted to add to the cost basis of property, other 
than property of a personal expenditure nature, certain expenditures 


attributable to the holding of the property. 


A partial disposition of property would involve a reduction in the 
cost basis. In determining the cost basis when only a portion of the 
holding was disposed of, either a first-in-first-out or an average cost 


basis would appear to be reasonable for identifiable interchangeable 
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pieces of property. In instances where only a portion of a particular 
property was disposed of a reasonable allocation of cost would be accept- 


able. 
Administration 


To bring property gains and losses into account for tax purposes 
should not unduly increase the administrative difficulties of the tax 
system and, in fact, for reasons already given, should substantially ease 
administration in the long run. However, because enforcement of the law 
primarily rests upon taxpayer compliance, an annual reporting of holdings 
of securities and real property should be required. Although such & 
listing is not required in the United States or the United Kindgom, it 
would greatly assist the tax authorities in their verification procedures, 
and would enable the taxpayer to maintain an adequate and up-to-date 
record of the cost basis of his investments. We have reviewed informa- 
tion supplied by the Department of National Revenue and have concluded 
that the number of items of property to be listed would not be large 


except for much less than 1 per cent of taxpayers. 


The tax return should include a space for a declaration by the 
taxpayer that he did not own at any time during the year, directly or 
indirectly, a beneficial interest in any securities or real property. 
If this declaration were not completed, the taxpayer should be re- 
quired to furnish a schedule listing the following: his holdings and 
their cost basis at the beginning of the year; acquisitions, aisposi- 
tions, and any other changes in the cost basis during the year; and 
the cost basis of holdings at the end of the year. In addition, the 
gain or loss on disposition and other property income received would 
be listed and totalled to provide the necessary income figures. The 


return should also include a question as to whether any other forms of 


383 


property were sold during the year at a price in excess of cost, and whether 
certain types of property were disposed of during the year at a price less 
than cost. An affirmative answer to this question would necessitate the 


provision of particulars which would establish the gain or loss. 
Transitional Provisions 


To include property gains and losses in the tax base would raise a 
number of problems which, although initially significant, would gradually 
fade in importance. We think that those problems, even at the outset, would 


be eased by the transitional provisions we propose. 


We do not intend, of course, that the taxation of property gains 
should be retroactive. Where gains on the disposition of property held at 
the effective date of the legislation would be tax free under the present 
law, the gains accrued to that date should continue to be free of tax. Gains 
ultimately realized on the disposition of such property should be taxed only 
to the extent that the proceeds of disposition exceeded fair market value at 


the effective date as revised by any subsequent adjustments to the cost basis. 


Property included in the inventory of a business is subject to tax on 
disposition under the present law. Accordingly, there would be no need to 
revalue such property at the effective date of the legislation. This would 
also apply in the case of property which was held for disposal as part of an 
adventure or concern in the nature of trade. Because a profit or loss 
realized on the disposition of such property is taken into account in com- 
puting income under the present law, its value at the effective date would 
have no significance. The principal type of property in this category is 
probably land, because under the present law and Department of National 
Revenue practice, securities are normally regarded as investments unless 
held by a security dealer. We recommend that where there is doubt as to 
whether the disposal of an asset would result in taxable income under the 


present law, the tax authorities should be willing to give a ruling on this 
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point to assist the taxpayer in deciding whether a valuation would be 
necessary. We also recommend that in order to ease the problems of tran- 
sition, the tax authorities should adopt a liberal approach in giving such 
rulings. If a taxpayer received an adverse ruling on this question he would, 
of course, be entitled to obtain a valuation of the property at the effective 
date and, when he disposed of the property, to have its status under the pre- 


sent law determined by the courts. 


Because capital cost allowances are subject to recapture under the 
present law, such allowances which had been deducted before the effective 
date should continue to be subject to recapture. However, if at the effective 
date depreciable property had a value in excess of its original capital cost, 
this excess should not be taxable in the event of a subsequent disposition. 
If such property were sold following the effective date, the undepreciated 
capital cost of property in the class would be adjusted as under the present 
law, and if the present law would result in recapture of depreciation, this 
would be taxable. In addition, if the sale price exceeded the capital cost, 
this excess would be taxable only to the extent that the sale price exceeded 
the value of the property at the effective date or the capital cost of the 
property, whichever was greater. This treatment should result in complicated 
calculations in only a few cases, because depreciable property would not 
ordinarily have a value in excess of its capital cost. Valuation of such 
property at the effective date would be necessary only where the value was 
likely to exceed capital cost and when the taxpayer did not wish to utilize 


the optional procedure described below. 


The major property owned by most taxpayers is residential real estate, 
but the $25,000 exemption we recommend for gains on such property should mean 
that few home owners would be concerned with a potential tax liability on 
this type of property. In any case, the alternative to a detailed valuation 
described below should be acceptable for most home owners who weré uncertain 


as to whether they would be exempt from tax under the prescribed dollar 
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exemption. Publicly traded securities are held relatively widely but, be- 
cause of their marketability, there would be little difficulty in determining 
their values at the effective date. Non-residential real estate would pose 
some valuation problems, although appraisals would not be difficult to obtain 
in most instances. The major area of uncertainty as regards valuations would 
be unincorporated businesses and private companies. Valuations of these types 
of property are usually made only at the time of sale, or when a gift or 
estate tax valuation is required. However, an alternative is suggested below 


which should be more attractive to most taxpayers than a detailed valuation. 


To ease the difficulties that could arise in establishing fair market 
values istle effective date, it is suggested that the taxpayer should be 
given the option, except as regards publicly traded securities, of either 
obtaining departmental approval of a detailed valuation of some of his pro- 
perty as at the effective date in a manner similar to an estate tax valuation, 
or of computing an arbitrary value when the property has been ultimately 
disposed of based upon the following procedure. The difference between the 
net proceeds of disposition and the cost basis of the property, that is, the 
original cost of the property, regardless of when it was acquired, plus 
additions and less disposals, would be apportioned over the total time the 
property had been held or was deemed to have been held. For this purpose 
it should be assumed that the period of time that the property had been held 
prior to the effective date would be the lesser of the actual time held or, 
say, ten years. An arbitrary limit on this aspect of the computation should 
eliminate most of the difficulties of determining exactly when property was 
acquired. It would also reduce the unfavourable effect on equity and mo- 
bility that such a transitional provision would otherwise have, because of 
the potential tax exemption for gains accruing after the effective date on 
property that had been held for a substantial period of time. In the case 
of net gains, the portion attributable to the period subsequent to the 


effective date would be reduced by an arbitrary percentage, say, 25 per cent, 
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while in the case of net losses this portion would not be adjusted. These 
balances would then be brought into the computation of income for tax pur- 


poses. 


We expect that this simple and liberal procedure would discourage de- 
tailed valuations. Its adoption would be encouraged by limiting to two years 
the period during which the taxpayer could elect to make a detailed valuation, 
and by stipulating that if approval of a detailed valuation were requested, the 
right to elect the arbitrary procedure would be lost. If the taxpayer and 
the tax authorities were aaanie to agree on the detailed valuation, either 
should have the right to refer the matter to the court. It should also be 
provided that the same guidelines accepted for a detailed valuation would 
be applied to any later valuations of the same item of property. Thus, the 
taxpayer who obtained an unduly high detailed valuation at the transitional 
date would find that the same basis would be used by the tax authorities at 


a later date when there was a gift or bequest. 


In respect of publicly traded securities a taxpayer might be permitted, 
in the case of a gain, to employ as his cost basis the higher of the original 
cost or the actual valuation. If implemented, this procedure should only be 
available where the property was disposed of within a limited period of three 
to five years. In the case of a loss, the actual valuation would be employed. 
This would exempt from tax those gains that represented a recovery of a loss 


that had accrued prior to the effective date of the legislation. 


The adjustments to the cost basis of capital stock necessitated by 
distributions from undistributed income on hand at the effective date are 
discussed in Chapter 19. The cost basis of proprietorships and partnerships 
which were on a cash basis as at the effective date would have to be reduced 
from market value by the amount of any adjustment resulting from the con- 
version of the accounts from a cash to an accrual basis. Because the valua- 
tion of corporate shares would take into account the market value of the 


underlying assets, including goodwill, the valuation of these assets would 
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have to be adjusted to reflect the market value of the shares in order to 
ensure & proper computation of subsequent gains or losses on any disposition 
of the underlying assets. 


The tax authorities would have to provide for a substantial temporary 
increase in staff. If a number of special officers (with specialized training 
in the valuation of companies and real property) were appointed to assist the 
proposed new Tax Court, disputes should be settled equitably and fairly 


rapidly. 
INCOME FROM HOLDING PROPERTY 
Interest 


There are no major problems in connection with the inclusion in income 
of interest received. However, some minor difficulties arise in determining 


the time of receipt. 


In general, the rules of constructive receipt are interpreted to bring 
an amount into income when it is made available to a person unconditionally, 
sO that it could have been received in cash or its equivalent. However, 
under present practice there is a general exception to this rule in the case 
of matured bond coupons, which are usually not included until they are cashed. 
In the United Kingdom this same procedure is followed, while in the United 
States the courts have applied the doctrine of constructive receipt to in- 
clude uncashed matured coupons in income. We recommend that such coupons 
should be treated as income when they become due, subject to a deduction for 


bad debts, even if they were not cashed. 


A similar problem concerns interest accrued by the borrower, but not 
Payable to the investor until some future time. An example is an investment 
certificate which provides for the retention and reinvestment of the annual 
interest until a future date. Generally, under present practice, the tax lia- 


bility does not arise until such interest is received by the investor in cash. 
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We are not in favour of attaching such importance to the form of a trans- 
action when, in substance, the investor enjoys the benefits of the interest 
through reinvestment, once it has been credited to him. In our opinion, 
amounts credited directly or indirectly to the account of the taxpayer, or 
held on his behalf, should be regarded as realized by him, whether or not he 
was entitled to receive possession. Therefore, we recommend that all tax- 
payers be required to report interest income when it has been credited 
directly or indirectly to them. For administrative convenience, the inclusion 
of amounts less than $10 in the case of each taxpayer should not be required. 
In addition, a taxpayer who was not in the business of lending money should 
be permitted the option of excluding from income interest that, in the usual 
course of events, would be received in cash in the subsequent taxation year, 
because little postponement would be involved and it would be simpler to 
record such income on a cash basis. Non-collectible interest which had been 
reported as income would be deductible as a bad debt, and if payment is 


doubtful, the taxpayer should be entitled to a reserve. 


In the case of an amount that was made up of blended principal and 
interest, for example, payments under a Roreeee | the payee should be required 
to make a reasonable allocation. If he did not do so, the tax authorities 
should have a right to allocate under a provision similar to section TCL) 


of the present Act. 


We recommend that the reporting requirements for payors of interest 
should be altered to apply to interest credited directly or indirectly to 
the benefit of the investor, as well as to interest paid. If a ia hs of 
interest which is deductible was either unable or unwilling to credit 
interest to the ultimate beneficiary, a withholding tax of 50 per cent 
should be collected and held by the government until such time as the 


interest was paid or credited to the payee. 


One difficulty in the taxation of interest has been that taxpayers do 


not always report interest paid as they are required to do. It is difficult 
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to enforce this requirement, because in many instances taxpayers who pay 
interest do so on their personal account and are not entitled to a deduction. 
Thus, recipients of interest know that it is virtually impossible for the 
Department of National Revenue to trace interest, and sometimes fail to 


report it. 


The personal tax return should be expanded to require a taxpayer to 
report both the amount of all interest, or interest and principal, paid in 
the year and the name of the recipient. This would serve as a cross-check 


and would to a very large degree cut down avoidance through non-declaration. 


We have reviewed the question of withholding tax at source on payments 
of interest. In the case of individuals paying interest, we think that a 
withholding requirement would be an idle one. Such a law would be completely 


unenforceable and we do not recommend it. 


On the other hand, it seems reasonable to require financial institutions 
to withhold at source and remit tax on interest paid and accrued. Institutions 
of this nature possess the necessary accounting records and procedures. Also, 
the various governments and corporate borrowers should withhold tax when pay- 
ing interest on their obligations. Therefore, we recommend that all corpora- 
tions, governments and government organizations be required to withhold tax 
at a rate of 15 per cent on all interest paid or credited. This requirement 
should also apply to bearer bonds, but should pose no difficulty, because the 


coupon would be redeemed at its face value less the amount of the tax. 


Where interest was paid to a tax-exempt entity, there would be little 
value in withholding tax. Therefore, we recommend that a tax-exempt entity, 
as opposed to a person who is non-taxable because of low income, should be 
entitled to apply to the tax authorities for an exemption certificate which 
when delivered to the payor would relieve him of the obligation to withhold. 
This provision could apply equally to non-resident and resident tax-exempt 


entities. 


5% 


The problems currently arising because of the difficulty of deter- 
mining whether discounts or premiums are taxable would be eliminated by the 
full taxation of all gains or losses on securities. The amortization pro- 


cedure should follow accepted practice. 
Dividends 


The taxation of dividends is discussed in Chapter 19, where the wider 
use of reporting forms and the question of withholding at source are con- 


sidered. 
Royalties 


The present legislation is inconsistent, in that amounts received “that 
were dependent upon use of or production from" property are included in in- 
come under section 6(1)(j) of the Act, while the outright sale of a property 
right may yield a tax-free gain. This anomaly would be taken care of by our 
all-inclusive concept of income. The problem of "bunched" income that might 
otherwise result would be met by the averaging provisions detailed elsewhere 
in this Report. If it were felt that some special consideration should be 
given to the proceeds of sale of a patent or ORS Pesce such proceeds might 
be made eligible for a special averaging provision. However, we do not be- 


lieve that such a provision would be necessary. 
Rental Income 


Rent should be included in income and the recipient required to pay 
tax on it in the same way as at present. Premiums for the granting or can- 
cellation of leases would be income to the recipient and deductible to the 
payor, except where they were a personal expense, as part of the comprehensive 
tax base. There are cases, however, when it would be difficult to determine 
whether an amount was rent, which is basically a payment for the use of 
property for a term certain, or whether it was a payment on account of the 
purchase price. In a lease-option arrangement the lessee ordinarily has a 


right to lease a property and then to purchase it at a specified price. It 
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can be argued that the "rental" payments are really payments on account of 


the purchase price. The subject of lease options is dealt with in Chapter 22. 


The personal tax return should be expanded to require a taxpayer to 
report both the amount of all payments of rent in the year and the name of 
the recipient. This would serve as a cross-check, and to a large degree cut 


down avoidance problems caused by non-declaration. 
Deductions from Property Income 


We make the general recommendation that all expenses reasonably re- 
lated to the earning of income should be deductible in computing that income. 
We have concluded that allowances of an arbitrary nature such as percentage 
depletion allowances should be replaced by the write-off of actual expenses, 
or at least should be restricted to amounts that are a reasonable approxi- 
mation of the actual expense. Also, we recommend that special incentives 
should be examined to determine whether they are effective or whether a 
direct form of subsidy would be more effective. These general observations 


should also apply to the expenses of earning property income. 


At the present time, taxpayers may deduct half the fees paid to an 
investment counsel and all interest paid on funds borrowed to gain or produce 
taxable income 1h/. The latter allowance, in effect, has permitted the 
deduction of interest from personal dividend income, even though ownership 
of the security may also have resulted in tax-free gains. Because all pro- 
perty income, including gains, would be taxable under our proposals, invest- 
ment counsel fees should be deductible in full. In effect, commissions and 
transfer taxes would also become deductible, because they either reduce the 


gross sale price or increase the cost basis. 


The requirement that interest, to be deductible, mst be paid on funds 
specifically borrowed to gain income has led to some apparent anomalies, 
because individuals paying mortgage and similar interest, and who also have 


property income, have not been able to claim such interest as a deduction 
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unless they could specifically relate the borrowing of the money to the 
earning of income. We do not recommend that all interest should be de- 
ductible regardless af the purpose for which the funds were borrowed, 
because this would in many cases amount to the allowance of an expenditure 
of a personal consumption nature. However, the suggested general provision, 
that expenditures should be deductible where they are reasonably related to 
the earning of income, should reduce the problem created by the disallowance 


of interest in some circumstances. 


At the present time the Act permits a deduction of a depletion allow- 
ance by the shareholders of certain companies LS \y Under our proposals these 
companies would be permitted to write off in full their capital investment; 
dividends paid out of capital (if permitted by law) would not in themselves 
be subject to tax, and any losses in capital reflected in the prices of the 
shares would be deductible. There does not appear to remain any reasonable 
justification for the continuation of this measure, either as an expense 
allowance or as compensation for loss of capital. As an incentive measure, 
the provision is a form of industry favouritism that does not appear to be 
warranted, Therefore, we recommend in Chapter 23 that the shareholder's 


depletion allowance be withdrawn. 
Investment Income Surtax 


The present legislation levies a special tax of 4 per cent on the 
total of the taxpayer's investment income "from sources outside Canada" in 
excess of the greater of $2 , 400 or the aggregate of the taxpayer's personal 
deductions 16/. Until 1961 this surtax applied to all investment income, 
but apparently it gave rise to objections that it was an inequitable burden 
On many retired taxpayers. In that year its application was limited to in- 
come from foreign investments, partially in an attempt to remove any dis- 
couragement of investment by Canadians in Canadian securities. We suggest 
that such a "disincentive" to foreign investments is more punitive than ef- 


fective, and that in any case our proposals for integration of corporate and 
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personal taxes are a much more potent incentive to Canadians in this regard. 


Therefore, we recommend that this surtax should be abolished. 
CONCLUSIONS AND RECOMMENDATIONS 


TAXATION OF GAINS AND LOSSES 


Ls All realized gains on the disposition of property, with the exceptions 
noted in Recommendations 8 to 14 below, should be included in full in 
income and taxed at full progressive rates, subject to the averaging 
provisions we recommend in Chapter 13. Residents should be taxed 
on world gains; non-residents only on gains attributable to 


permanent establishments in Canada. 


Ae All losses on the disposition of property, other than those arising 
on the disposition of property used for personal consumption, should 
be deductible in full from any other income and should be eligible for 
the same carry-over provisions as business losses. Property losses 
of a personal nature, except those incurred on disposal of a re- 
sidential property, should be deductible from gains on similar 
property realized in the preceding two years, in the same year, 


or in succeeding years. 


46 The taxable gain or loss would be determined by deducting the cost 
basis from the proceeds of disposition. In the case of a bona fide 
disposition in a transaction at arm's length, the actual proceeds 
of disposition would be taken into account. In the case of most 
other dispositions, the proceeds would be deemed to be the fair 


market value of the property disposed of. 


hk, Losses incurred on the holding of property should not be deductible 
from other income, but should be available for carry-back two years 
and forward indefinitely for deduction from operating income from 


the same property. A taxpayer should be entitled at his option not 
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to deduct certain carrying expenses such as interest and municipal 
taxes but to capitalize them and add them to his cost basis, so that 
they would be taken into account in computing the ultimate gain or 


loss on disposition of the property. 


Taxpayers should be permitted to revalue certain property up or down 
to market, or possibly to a price between cost and market, and to 
report the loss or gain as if a disposition had taken place. This 
value would then become the cost basis. Where there had been a 
write-down and the market value recovered, it would be necessary 

to write the property up to market, but not to an amount exceeding 
the original cost basis. Property qualifying for this treatment 
would include publicly traded securities, shares of a private 
company if authorized by the company, interests in trusts, and 


possibly other assets not used in a business. 


DISPOSITIONS 


A disposition should include all sales, exchanges, transfers, gifts, 
bequests and losses through theft, damage, or expropriation, except 
for certain specifically exciuded transactions referred to below. 
In the case of bona fide arm's length transactions the actual pro- 
ceeds would be included in income and in the case of other dis- 
positions the fair market value of the property would be deemed 

to be received. There should be a deemed disposition at the fair 
market value of a taxpayer's property when he ceased to be resident 
in Canada, unless he elected to continue to be taxed as a Canadian 
resident on his world income. There should also be a deemed ac- 
quisition on the same basis when a non-resident becomes a 


Canadian resident. 


There should be a disposition of a taxpayer's property at the fair 


market value at death, unless the property passed to a member of the 
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same family unit. Ordinarily, on a transfer from one member of a 


family unit to another, no disposition would be considered to occur. 


EXCIUDED TRANSACTIONS 


3. 


10. 


Gains on residential and farm real property should be excluded from 
income up to a lifetime total of $25,000. To determine the cost basis 
of residential property, the original cost should be increased by the 
cost of actual improvements or, at the option of the taxpayer, by 

1 per cent of the cost of the building for each year te property 


had been held. 


In the case of an involuntary disposition occurring on a loss or 
destruction of property, or on an expropriation, to the extent that 
the proceeds were reinvested in similar property within a stipulated 


time there should be deemed to be no disposition. 


Special rules should apply where individuals transfer property other 
than securities to a company in exchange for common shares, provided 
the company has been newly formed or was an existing company whose 

shares were owned by the transferors in the same proportion in which 


they were transferring the property. Generally, each asset (or class 


of assets) should be regarded as having been transferred at its cost 


basis to the transferors, unless the parties elected to transfer it 
at its fair market value. However, if the common shares received by 
a transferor were or became publicly traded and represent less than 
25 per cent of all the common shares of the company, the transferor 
should be regarded as having made a realization at the fair market 


value. 


Where property is transferred between a company and its wholly owned 
subsidiary or sub-subsidiary, or between companies wholly owned by 
the same shareholder (or the same shareholders in the same pro- 


portions) , the disposition of each asset or class of assets should be 


12. 


156 


14. 
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at the cost basis to the transferor, or at the fair market value, 
or at any price between those amounts which was specified by the 


parties. 


In the event of an amalgamation there should be a deemed disposition 
at the fair market value by the shareholders of the amalgamating 
companies, but not by the corporations. This should also be true 

in the case of a transfer by one company of all its assets to another 
in exchange for securities of the transferee, followed by an immediate 
liquidation of the transferor. The cost basis and tax treatment of 


the assets would be carried over to the continuing company. 


A subdivision, consolidation, conversion, or exchange of shares in 
the same corporation (or possibly a related corporation) should not 
be regarded as a disposition if after the transaction each share- 
holder had the same proportionate participation in votes and in 


distributions of income and on liquidation as he had before. 


The transfer of an asset as security for an obligation or its 
retransfer on the termination of the security should not be treated 


as a disposition. 


TRANSITIONAL PROVISIONS 


15. 


Only gains that accrued after the effective date of the legislation 
should be taxable, and liberal procedures should apply to determine 
the value of assets held as at the effective date, which would be 
the cost basis to the taxpayer. Gains ultimately realized would 
be taxable only to the extent that the proceeds of disposition 
exceeded the value at the effective date. This would not apply 

to inventory or property held for disposal as part of an adventure 
in the nature of trade, and depreciation taken prior to the 


effective date would continue to be subject to recapture. 


sf 


2G, Publicly traded securities should be valued at their market value 
at the effective date. However, if the original cost of such 
securities exceeded this value, and the securities were disposed 
of within a period of 3 to 5 years, the original cost would be 


taken into account in computing a taxable gain, but not a loss. 


17. <A taxpayer should be entitled to elect, within two years from the 
effective date, to make a detailed valuation of assets other than 
publicly traded securities, and to agree on the value with the 
tax authorities, or have it determined by the courts. As an 
alternative, if no such election is made with respect to such 
an asset, the taxpayer should be entitled to apportion the total 
gain over the time the asset was held or deemed to have been 
held and to take into account in computing his income only the 
portion of the gain or loss attributable to the period subse- 
quent to the effective date. For this purpose the period of 
asset holding prior to the effective date should be the lesser 
of the actual time held or, say, 10 years. This taxable portion 


of the gain should be reduced by, say, 25 per cent but no such 


adjustment should be made for losses. 
INCOME FROM HOLDING PROPERTY 


18. Interest should generally be brought into income at the time it 
has been credited directly or indirectly to the taxpayer even 
though it may not be payable at that time. If the taxpayer is 
not in the lending business, and in the usual course of events 
the interest would not be received until the following year, 


he should have the option of including it in income when received. 


19. The reporting of interest paid or credited (as defined) should 


be required for amounts of $10 or more. 


BO 
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Financial institutions, governments, and corporate borrowers should 
be required to withhold tax at the rate of 15 per cent on interest 
paid or credited, unless the recipient is a tax-exempt entity which 


presents an exemption certificate. 


The reporting of amounts paid as rent should be required. 


All expenses of earning income, including investment counsel fees, 
commissions, transfer taxes, and interest on money borrowed to buy 
income-earning property should be allowed as deductions. Shareholder 


depletion should be withdrawn. 


The investment income surtax should be removed. 
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CHAPTER 16 
DEFERRED INCOME 


In this chapter we deal with the tax implications of deferring the use 
of income. The most common deferment is the organized provision for retirement 
by means of a contractual arrangement which requires the setting aside of 
income for later use. The principal examples are pensions, profit sharing 
plans, annuities and similar forms of saving. For our present purposes we 
shall refer to such arrangements as "retirement income plans", In addition, 


most permanent life insurance has a substantial saving element. 


There is also a second general kind of contractual payment plan in which 
the saving element, if any, is nominal. This is primarily a means of pro- 
tection against the immediate loss of income from an unexpected adversity 
and is not intended as a form of saving. Examples are unemployment insurance, 
supplementary unemployment insurance, workmen's compensation, weekly indemni- 
ty and group life insurance, sickness and accident and other income protection 
insurance, all of which provide a substitute for the regular income stream 
when for some reason it ceases. Group life insurance is included in this 
classification because of the administrative advantages of treating it ina 
similar fashion to the other kinds of employee benefit plans. We shall refer 
to such plans as "income insurance plans", Although arbitrary distinctions 
of this nature are imperfect and certain plans would contain elements of 
each, retirement income plans are concerned primarily with long-term income 
maintenance, while the second type of plan is designed to provide shorter 
term income protection or lump sum payments in the event of income ceasing 
unexpectedly. Because of the low element of saving in the latter type of 


plan the income deferment is relatively less important. 


In examining various aspects of income taxation, we have been very 
critical of devices and arrangements that would permit some individuals to 
postpone tax liability on amounts which are immediately taxable to others. 
We must therefore face up squarely to an examination of the various issues 


involved. 
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In the following pages we review the present tax treatment to appraise 
the pattern that has already been established. We examine the social and 
economic implications of encouragement of personal saving. We finally recom 
mend changes to bring taxation in this area more closely into harmony with 


our concepts of equity and neutrality. 
THE PRESENT TAX TREATMENT 


We are concerned with the tax treatment of three elements of all plans 
of the types we have mentioned: (1) payments into the plan; (2) investment 
earnings or other gains arising from such payments while held for final dis- 


bursement; and (3) disbursements from the plan. 
Registered Pension Plans 


In general, where a superannuation or pension fund or similar plan has 
been registered with the Department of National Revenue, both the employer 
under sections 11(1)(g), 11(1)(h), and 76, and the employee under section 
11(1)(i) are able to deduct their contributions in computing income in the 
year they are made, and the earnings of the fund are exempt from tax when 
earned 1/, The employee does not pay tax on the employer contributions 
when they are paid into the plan for his benefit, 2/ but all payments from 
the plan are taxable in full to the recipient 3/. Thus, the beneficiary will 


include in his income when received, all amounts derived from the following: 


ane His own contributions, which he will have earlier deducted in computing 


income. 


25 His employer's contributions which will have been deducted earlier by 


the employer. 


3. The earnings of the fund, which will not have been subject to tax 


earlier. 


Limits are imposed for both the employee and employer deductions. In 


respect of current services the employee may not deduct more than $1,500. 
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Contributions by the employee for past service, both while he was a con- 
tributor and while he was not, are also subject to limitations }/, For the 
employer the maximum deduction in respect of current services is $1,500 LOL 
any one employee, but alternatively there is a prescribed formula to limit 
the deduction where one contribution is made for all employees 5/. On the 
recommendation of an actuary, the employer may deduct, without specified 
limit, payments made in respect of an employee's past service in order to 


fund the plan more fully 6/. 


The earnings of a registered pension fund are tax-exempt if it is 
administered by a separate trust or corporation established solely for that 
purpose, provided that not less than 90 per cent of the income arises from 


sources in Canada 1/. 


Normally all payments received from a pension fund are taxed at the 
ordinary rates of the recipient. However, where a lump sum has been paid 
out, the recipient may elect to be taxed at the average effective rate of 
tax on his net income before deducting tax credits over the previous three 
years 7/. Transfers from a pension fund (including retiring allowances) to 
another pension fund, registered retirement savings plan or deferred profit 
sharing plan 6/ within the year or within 60 days thereafter are excluded 


from income 8/. 


Although the Canada and Quebec Pension Plans are not registered, their 
tax position is identical to that of registered plans; contributions of 
employer and employee are deductible, 9/ income is free of tax when received 
by the plan, and all benefits are taxed in full when received by the bene- 


ficiary. 
Registered Retirement Savings Plans 


Provision is made for the registration of annuity contracts issued to 
individuals by certain authorized persons 10/. The purchaser of such a 


contract. may deduct payments up to the lesser of 20 per cent of earned 
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income or $2,500, unless his employer contributes to a registered pension 
plan for him, in which case his combined current service contributions under 
the registered pension plan and the registered retirement savings 

plans may not exceed the lesser of $1,500 or 20 per cent of earned income. 
Income of any trust established for such contracts is exempt when earned. 
Where premiums are refunded on death, a special tax of 15 per cent applies 
instead of the personal rate. Where a payment is made from a plan which has 
lost its registration privilege, a minimum tax of 15 per cent is imposed, to 
be withheld from the distribution. Otherwise, payments of penefits from the 


plan are taxed at the ordinary rates of the recipient. 
Profit Sharing Plans 


Profit sharing plans fall into two categories: "employees profit sharing 
plans" and "deferred profit sharing plans" 11/. They differ from pension 
plans in that lump sum settlements of the benefits payable under the plan 
may be made at any time. No tax is levied on the trustee administering the 
plan in respect of the income of the fund under either type of profit sharing 


plan 12/. 


Under an employees profit sharing plan the employer may deduct his 
contribution in full in the year it is made, and it must be allocated to 
the employees, contingently or absolutely. The employee must include his 
allocation in his income for the same year and pay tax on it whether he 
eventually receives it or not. Employee contributions, where called for, 
are not deductible to the employee. The investment income earned is not 
taxed in the hands of the trustee, but must be allocated to the employees 
either contingently or absolutely and are taxable to them on such allocation. 
Therefore, when payments are made out of the plan to the employee ordinarily 
they are exempt from tax. Provision is made for a tax credit to an employee 
on withdrawal from the plan at a flat rate of 1) per cent on all amounts 
which have been allocated to him on a contingent basis but not ee, 


him. 
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Under a deferred profit sharing plan the employer is allowed a deduction 
which, when aggregated with his current service contributions under a pension 
plan, does not exceed $1,500 for each employee. ‘The employee is not allowed to 
deduct his contributions, but is not Squiven to pay tax on the employer's 
contribution until a payment is actually received by him from the fund, when 
tax is payable on all amounts received, including capital gains realized in 
the fund, less the employee's own contributions and certain other amounts if 
the plan had previously been a profit sharing plan. Income of the trust is 


tax-exempt if 90 per cent of the income is from sources in Canada. 


In general the taxation of a deferred profit sharing plan is very similar 
to that of a registered pension plan, the main difference lying in the denial 
of a deduction to the employee for any contribution he may make. There are 
also special provisions dealing with the revocation of the registration of 
a plan and with the appropriation of funds or property of a deferred profit 


sharing trust to an employer. 
Individual Annuities 


Each annuity payment is included in income when received, 13/ but a 
deduction is permitted for the capital element as defined 14/, The defini- 
tion of "capital element" differs as between contractual annuities and those 
paid under a will or trust. Under a contractual annuity the capital element 
in each annuity payment is the proportion thereof that the purchase price 
for the annuity is of the total payments to be made or expected to be made 
under the annuity which are calculated on a prescribed mortality basis where 
life expectancies are involved. Under a will or trust the capital element 
is the amount which can be established not to have been paid out of the 


income of the estate or trust. 


The general effect of this arrangement is that no deduction is allowed 


for premiums to purchase a contractual annuity, and no taxable income is 


imputed to the annuitant for the investment income accumulated on his premiums 
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prior to payment of the annuity to him, All amounts accumulated up to the 
date annuity payments commence, either from premiums or from earnings, are 
considered to constitute capital and therefore are not taxable to the annui- 


tant. 
Non-Registered Pension Plans 


There are very few pension plans which do not satisfy the registration 
requirements of the Act. Such a plan is generally based on a contract between 
employer and employee whereby a portion of the remuneration earned is paid 
by the employer to fund a plan to make future payments to the employee, 
either before or after retirement, and is commonly funded by the purchase 


of an annuity 15/. 


In such a plan the employee generally has no right to deduct any of his 
contributions, and he may also be required to pay tax on the amounts set 
aside by the employer. Although the practice of the Department is not to 
allow a deduction for an employer contribution to a non-registered pension 
plan, the employer may be able to deduct reasonable contributions to some 
kinds of non-registered plens 16/. Investment income attributable to the 
beneficiary is generally not taxable until it is paid out to hin. When 
payments are made to the employee under the contract or arrangement, 
departmental practice is to tax the whole amount received, even though all 
or some part of the contributions may already have been included in his 
income. However, if the payment is funded by the purchase of an annuity 
which is vested in the employee, the employer's contributions would be 
included in the employee's income when made, and when each annuity payment 
is received by the employee the capital element would be deductible by 


him 17/. 
Life Insurance 


No deduction is allowed to an individual taxpayer for premiums paid on 


a life insurance policy, and no income tax is imposed on policy dividends 
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or on the proceeds of a policy when paid out either on maturity or in the 
event of death. Where the proceeds are paid in the form of an annuity, the 
tax treatment is that described above for contractual annuities, the capital 


element being determined at the time the annuity commences. 


In most permanent life insurance there is a substantial element of 
saving, arising primarily from the fact that life insurance policies generally 
call for the payment of equal premiums over a substantial number of years. 
This level premium plan results in substantial saving, and therefore signifi- 
cant investment income. The early premiums exceed the real cost of the 
protection, and the excess is in effect saved to make up the deficiency when 
the insured is older and the higher cost of protection exceeds the premium. 
The proportion of the investment income of the insurance company attributable 
to the policies is not identified with individual policyholders, and is not 
taxed as being attributable to them. Thus, although there is no specific 
exclusion in the legislation, property income received by a policyholder 
through life insurance has not been taxed, either when earned or when 


received by the beneficiary. 
Income Insurance Plans 


There are a number of arrangements that fall within the classification 
we have referred to as income insurance plans. Under the government 
unemployment insurance plan the employer is allowed a deduction for his 
contributions, the employees' contributions are not deductible, and 
benefits are tax free to the recipient under section 10(1)(h) 18/. For 
workmen's compensation, group accident and sickness insurance and group 
life insurance the same procedure applies, with the employer receiving a 
deduction for the premiums paid and the employee generally receiving any 
benefits free of income tax. There is one case of this kind in which a 
payment by the employer is taxable to the employee. Premiums paid by 
an employer for gréup life insurance in excess of $25,000 on the life of 


an employee are to be treated as an employment benefit and added to the 
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employee's income when paid 19/. An individual who is covered by any of 
these plans is not able to claim a deduction for premiums paid and is not 
subject to income tax on any benefits received under the plan, The element 
of investment income in all of these arrangements is also free of income tax 
put is minor because the premiums are usually relatively small, and total 
benefits are generally designed to match total premiums over a short period 
of years. It should be noted that in all of these arrangements income tax 


is not merely deferred but in fact never imposed. 


Summarxy 


The most obvious characteristics to be noted in regard to the present 
tax treatment of all these arrangements are not only that the treatment is 
varied, but also that there is extensive tax deferment or exemption. For 
registered pension plans, deferment is granted for the contributions, both 
of employer and employee, and for the earnings of the fund; registered 
retirement savings plans carry deferment benefits for the payments into and 
the earnings of the fund; in the case of employees profit sharing plans 
there is no deferment of tax, while under deferred profit sharing plans tax 
deferment is granted for employer contributions and earnings of the fund. 
Where contractual annuities are acquired the interest accrued until annuity 
payments commence is free of tax, while in the case of life insurance none 
of the profits are subject to taxation. This is also true in the case of 


income insurance plans which in most cases are ignored for tax purposes. 


Another inconsistency in the present system can be found in the treat- 
ment of mortality gains and losses 20/. In the case of registered plans 
these gains or losses are brought into income because the full amount of 
the proceeds is taxable. The same applies to some extent to non-registered 
plans, while in the case of income insurance and life insurance the mortality 


gain or loss is not included in income. 
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EQUITY AND NEUTRALITY 


Under the comprehensive tax base the objectives of equity and neutrality 
have very great relevance to the tax treatment of retirement income plans and 
income insurance plans. The attainment of these objectives would imply the 


following: 


we Tax deferment related to the deduction in computing income of payments 
into such plans should, in general, be eliminated. If retained for 
reasons of social and economic policy, deferment should be granted on 
a uniform basis for competitive types of plans and should be carefully 
defined. In addition, any deferment should not be in a form that would 
create a lack of neutrality between businesses because it was available 


only through some of a number of competing organizations. 


am Any investment income received or accrued through a retirement income 
plan or an income insurance plan should bear the same tax as if the 
income had been received directly; also, this tax liability should 
arise each year and not be deferred. If tax is deferred for reasons of 
social and economic policy, the tests set out in 1 above should apply. 
One need only examine Table 16-1 to see that tax deferment can be 


tantamount to tax forgone. 
TAX DEFERMENT APPRAISED 


We shall consider the justification for tax deferment, involving as it 
does a departure from our basic goals of equity and neutrality, under three 
main headings: social goals, administrative implications, and economic 


considerations. 


Social Goals 


It seems to be generally agreed that individuals should set aside a 
portion of their income in their working years to ensure an adequate command 


over goods and services in their retirement years. Such private provisions 
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TABLE 16-1 


NET ANNUAL AFTER-TAX RETIREMENT INCOME FOR FIFTEEN 
YEARS TO BE DERIVED FROM RETIREMENT SAVINGS 


Annual After~Tax Retirement Income for Each $1,000 
of Annual Before-Tax Income 


Marginal Tax Rate SS 
ba Pasd ant abtin From 20 Years of Saving From 40 Years of Saving 
Retirement with Investment Yield of: with Investment Yield of: 
(per cent) 5% Th 5% 7h 
20 N.R. 2,145 2,820 6,840 11 ,2k5 
R. 2,990 3,600 9,510 17,539 
30 RR, 1,720 2,190 5,140 7,905 
R. 2,230 5,150. 8,145 15,345 
ho NR. doe0 1,565 3,79 2,155 
ia 1,910 2,700 6,985 24,150 
50: NR. 1,030 1,230 2,720 3,670 
R. 15595 2,250 5 ,820 10,960 
Notes: 
N.R. - Non-registered savings plan: the annual contribution is not deductible 


because the plan is not registered, and therefore the amount saved would 
be the balance after the applicable tax liability had been paid. The 
tax on the investment income is deducted each year and the benefits are 
not taxable when received. 


- Registered plan: the annual contribution is deductible for tax pur- 
poses so the full amount of income available is paid into the retire- 
ment income plan. The investment income is exempt from tax when 
earned. Benefits are taxable when received. 


The following assumptions were made in preparing this table; 


The before-tax income available for saving each year is $1,000. 


The before-tax net investment income yields of 5 per cent and 7 per cent 
a year include property gains and tax refunds on dividends received, but 
are after expenses. Thus, the effects of our recommendations for the 
integration of personal and corporate income taxes and the full taxation 
of capital gains are incorporated into these figures. 


Average marginal tax rates of individuals were assumed to be the same 
after retirement as during the years when contributions were made. It 
is likely that there would be a lower marginal rate of tax after retire- 
ment and accordingly the figures would in general understate the value 
of registration. 


The retirement income is payable over 15 years in equal monthly instal- 
ments and the taxpayer has other retirement income sufficient to make 
the above-mentioned marginal rates applicable to this retirement income. 


Any employer contributions are included in before-tax income of the 
employee and the amounts available for saving include all contributions 
whether made by employers or employees. 
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for retirement are thought to foster self-reliance and to reduce the need 

for the State to provide relief. If in fact this is a desirable social goal, 
the tax system is one tool available to government to influence retirement 
saving. Less positively, the government might wish to avoid tax procedures 
that would discourage such saving. Because Parliament has introduced legis- 
lative measures which favour retirement income plans and has broadened them 
over the years, it can be assumed that this social goal is generally accepted, 
at least within certain limits. Also, because this legislation has been in 
existence for a number of years, the concept of tax deferment be this type 


of individual saving is well imbedded in our systen. 
Administrative Implications 


The administrative problems that would arise in preventing the defer- 
ment of tax in connection with pension and insurance plans are also important. 
In the case of a pension plan, for example, both the employer's contribution 
and the earnings of the fund would have to be attributed to the employees. The 
use of arbitrary techniques to meet this requirement in an administratively 
feasible manner would lead to a number of inequities between employees. 
However, if a tax procedure were adopted under which most of the members of 
pension plans remained unaffected by any general requirement to attribute 
income, the difficulties and inequities would not be so serious. Therefore, 

a general approach somewhat similar to the present one has definite adminis- 


trative advantages. 
Economic Considerations 


Under an expenditure tax an individual would ordinarily be taxed on 
what he spent in the year and not, as under an income tax, on what he could 
spend in the year without a reduction in net worth. By allowing taxpayers 
to deduct their contributions to pension plans from other income, and by 
taxing them only on what they take out of such plans, thus deferring the 


imposition of tax on both the contributions and the current income earned 
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on the assets of such plans, an income tax system is converted into a modified 
form of expenditure tax. An income tax system is prevented from being trans- 
formed by registered retirement income provisions into an expenditure tax 
system only by setting limits on the amounts that can be deducted from income 


and by imposing penalties on withdrawals prior to retirement. 
This raises three questions: 


Ue Should the tax system be consciously structured to encourage increased 


personal saving on economic srounds? 


2. Would removal or reduction of the limitations that now distinguish the 
income tax system from an expenditure tax system serve to increase per- 


sonal saving? 
as Would this have adverse effects on the allocation of saving? 
We will consider each of these questions briefly. 


The Need for Additional Personal Saving. As we explain in Chapters 4 and 5, 

we take the position that until Canada has realized its potential growth 

rate through the continued maintenance of full employment it would be pre- 
mature to take steps to increase the growth rate by increasing the rate of 
domestic saving and investment. To achieve a higher growth rate by maintaining 
full employment would be economically costless and socially desirable. To 
achieve a higher growth rate through increased saving would impose a cost in 
terms of reduced current consumption. It seems to us that it is only reason- 
able to take costless steps before taking painful steps. Should it be found 
that the full-employment growth rate was inadequate, then and only then would 


it make sense to adoptpolicies to increase the rate of domestic saving. 


It is sometimes argued that the rate of domestic saving should be in- 
ereased to reduce our reliance on foreign saving without reducing the Canadian 


growth rate. Whether Canadians should or should not reduce their current 


consumption in order to reduce their reliance on foreign saving is a matter 
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of preference. The current rate of saving in Canada is high relative to 
other countries, and we can see no great merit in raising it still further 
to reduce Canada's reliance on foreign saving. Nevertheless, we acknowledge 
that increasing the Canadian saving rate to reduce dependence on foreign 
saving, while maintaining the growth rate, is a perfectly legitimate prefer- 


ence that is commonly held. 


Assuming that it was decided as a matter of public policy that the rate 
of domestic saving should be increased, either to increase the full-employment 
growth rate or to reduce Canada's reliance on foreign saving, it does not 
follow that personal saving, rather than the saving of some other economic 
sector, should be increased. As we indicate in Chapter 4, there are a number 
of alternative policies that could be adopted to increase the rate of domestic 
saving. A restrictive fiscal policy to generate a government surplus accompa- 
nied by an expansionary monetary policy to encourage investment would be a 
relatively simple and effective method of increasing the rate of domestic saving 
and investment without creating inflationary pressures. Accelerated depreciation 
would probably be a relatively effective method of increasing corporate 
saving, and should be considered as a viable alternative to a policy designed 
to increase personal saving. Thus, it is by no means obvious that the rate 
of domestic saving should be increased or, if it is to be increased, that 
attempts to increase personal saving would be as effective or equitable as 


the alternative methods. 


There are at least three methods that might be adopted to increase the 


rate of personal saving if this were thought desirable. 


ue Increase the weight of sales taxes relative to personal income taxes. 


2 Reduce the degree of progressiveness of the personal income tax rate 


structure. 


a Liberalize the retirement income provisions so as to bring the income 


tax system closer to an expenditure tax system. 
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The less restrictive the provisions under 3 the smaller would be the 


differences between 1 and 3. 


Effects of Concessions for Retirement Saving. In Appendix F to Volume 2, we 


demonstrate that a partial shift from income to sales taxes, which is what 
the adoption of method 3 above fundamentally involves, would be equivalent 
to an increase in the interest rate on retirement saving. There is no 
conclusive evidence one way or the other that changes in interest rates of 
the magnitudes that would be involved for low and middle income individuals 
would have any effect on their rates of personal saving. Allowing high 
income individuals to deduct their retirement saving from income, and post- 
poning the taxation of the income earned by the assets acquired with this 
saving, would be equivalent to an extremely large increase in the interest 
rates on their retirement saving. There can be no doubt that this would 
encourage upper income individuals to change the form of their saving. 
However, there is no way of knowing whether they would save the tax reduction 


or spend it. Probably they would do some of both. 


We are inclined to believe that, in the past, liberal retirement 
saving provisions have had indirect positive effects on saving by low and 
middle income individuals that probably were as important as, or more im- 
portant than, the direct effect on the rate of return from such saving. 
These provisions have encouraged the establishment of pension plans, perhaps 
to a great extent as a substitute for other kinds of saving that are less 
generously treated under the tax system. But when pension plans are set up, 
individuals also become mich more "pension" conscious. Because they are 
forced to consider their lifetime income patterns, there is a change in the 
evaluation of their future requirements. The discount on future income is 


reduced, and retirement saving therefore becomes more attractive. 


There are two other influences at work. First, participation in a 
pension plan is often a condition of employment. Those who are not much 


concerned about the level of their retirement income are often forced to 
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save for the future or find another job. This element of compulsion probably 
increases personal saving. Second, because retirement saving cannot be with- 
drawn at will without limit, low income individuals cannot completely sub- 
stitute retirement saving for other kinds of saving that are accumulated to 
meet emergencies, although the introduction of compulsory unemployment, 
hospital and medical insurance removes some of the major reasons for pre- 
cautionary saving. All of these factors would seem to suggest that tax 
provisions that grant a concession to retirement saving probably have en- 
couraged an increase in total saving by low and middle income individuals, 


although not because of the tax provisions per se Pl js 


The introduction of the Canada Pension Plan, which occurred at the 
beginning of 1966, will result to some unknown extent in a reduction 
in saving through some registered employer plans. We doubt that the sub- 
stitution will be complete. If we treat the compulsory Canada Pension Plan 
contributions as equivalent to private saving, the plan will probably in- 


crease total saving 22/. 


The benefits under the various government plans, when combined with the 
benefits under employer pension plans, could well mean that the point is 
being reached where many couples will have a retirement income as great as 
or greater than their income before retirement. Unless people put a premium 
rather than a discount on future income, we doubt that more generous tax 
provisions would induce low and middle income people in such a position to 
increase their retirement saving, unless the withdrawal privileges were 
relaxed to the point where retirement saving and precautionary saving merged. 
In our view it is likely that over the next few decades those who now have 
"full" pensions, that is, pensions which equal earnings in the last years of 
employment, would not increase their retirement saving in response to more 
favourable tax provisions. Indeed, the reverse is more likely to occur to 
the extent that the Canada Pension Plan is substituted in part for employer 


pension plans. However, in those cases where the individual does not have 
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a "full" pension, employer pension plans will probably improve so that not 
only will the level of pension benefits grow, but the proportion of the labour 
force covered by employer pension plans will probably increase. The increase 
in the labour force will also have an expansionary effect. On balance, we 
expect that after a temporary setback to adjust to the Canada Pension Plan, 
the number of members, annual contributions and assets of employer pension 
plans will all continue to increase about as rapidly in the future as in the 
past even without a greater concession. As Appendix B to this Volume indicates, 
this would involve an extremely large tax deferment by 1970. We also believe 
that for low and middle income groups a ereater tax concession would not 
materially increase the rate of private saving, although the athatitarion of 
registered retirement saving for other kinds of saving would be induced if 


the restrictions on withdrawals were liberalized. 


To the upper income groups, retirement saving concessions have greater 
value because their higher marginal rates of tax mean that the amount of 
tax deferment is greater; but there is no a priori reason to assume that 
the tax reductions are saved rather than spent. Two things are clear, however, 
First, the higher the limits on the retirement saving contributions that can 
be deducted from income, the more certain it will be that upper income indi- 
viduals will substitute registered retirement saving for other kinds of 
saving. Second, the higher the limits, the more the system will depart from | 
ability-to-pay taxation. This results from the inability of all taxpayers 
to utilize the full amount of a large exclusion, and also reflects the fact 
that the income deferment is a more valuable privilege the higher is the 


marginal tax rate of the beneficiary. 


Institutionalization of Personal Saving. If an individual establishes a 
one-man registered plan by transferring personal investments into such a 
plan and he determines the investment policy of the plan, there are no 

implications for the control of investment eeepattin However , if the same 


process is applied to group pension plans it might well shift control of 
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resources from the individual members of the plans to those managing the 
funds, depending upon the degree to which investment management is so 
delegated. To the extent that the investment policies of the institution or 
the professional management differ from those of the individual, the flow of 
investment funds would be affected. If institutions are less inclined than 
individuals toward equity investment, there could be a misallocation 

of capital growth. However, the shift of voting power in the corporate 
sector from individuals to institutions is not necessarily an unfavourable 
trend; corporate management is already to a great extent isolated from 
individual investors, and knowledgeable share ownership by institutional 


investors probably has a favourable influence. 


The attitude of institutional investors toward risk investments is, 
however, of significance. Certainly the figures available on investment in 
Canada indicate that the proportion of trusteed pension savings invested in 
equity securities is not large, although it is growing rapidly. The Dominion 
Bureau of Statistics reports show that of over $6.1 billion (market value) 
invested in trusteed pension plans at the end of 1964, almost one half was in- 
vested in federal, provincial and municipal government bonds, and only some 
20 per cent was invested in common stocks 23/. This latter percentage is 
considerably larger, however, than the over 7 per cent at the end of 1952. 24 / 
Nevertheless, the proportion invested in common stocks by industrial trusteed 
plans, about 27 per cent, is considerably less than the approximately 50 per 


cent invested in common stocks by United States corporate pension funds. 


Although the reason for this apparent conservatism of Canadian pension 
plans is not clear, the current tax treatment of such plans, which involves 
full taxation of the benefit regardless of the underlying source of income, 
could well be a factor. Thus, the pension fund manager who wants to maximize 
benefits must compare the high guaranteed yields of a bond or mortgage with 
the riskier dividend and capital gain yield of a common stock, without the 


benefit of the dividend tax credit and exemption of capital gains that the 
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ordinary investor will take into account. A 5 per cent to 7 per cent 
guaranteed interest rate might therefore compare favourably with a probable 
3 per cent to k per cent dividend rate plus a possible capital increment. 

Tt would still be expected that an overall average long-term yield on common 
stocks of approximately 9 per cent 25/ should have attracted considerably 
more interest by financial institutions than it apparently has, particularly 
in the case of pension funds and insurance companies, where investment 
decisions should of necessity be based upon long-term factors. Nevertheless, 
it is clear that equities have been relatively less attractive to pension 


funds than to middle and upper income individual investors. 


The point at issue, however, is whether the proportions of savings 
invested in equities would have been any greater if individuals had saved 
directly instead of assigning their funds to institutional management. Any 
conelusion must obviously be one of conjecture, but if the present trend to 
increased investment in equities by pension plans continues, it would be 
questionable to assert that more equity capital would have been available 
if individuals had managed the assets acquired with their savings. In any 
event, there is little doubt that the growth of pension funds is contributing 
to an institutionalization of saving, a trend that is causing considerable 


discussion because of its uncertain implications for the capital markets. 
General Conclusions 


Table 16-1 indicates that the value of the tax postponement involved 
in the tax concessions for pension and retirement savings plans is sub- 
stantial. For example, if over a period of oO years an individual has 
available for investment in a registered pension plan, an annual before-tax 
income of $1,000 a year, if it can earn a rate of return of 5 per cent, and 
if he is in a 30 per cent tax bracket, he can build up an after-tax retirement 
income of $8,145 a year for a period of 15 years, compared with only $5,140 
if he saved in the ordinary manner. This is an increase in annual income of 


almost 60 per cent, a substantial amount. The postponement becomes even 
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more valuable if the rate of return is higher or if the marginal rate of tax 


is less after retirement than when contributions were made. 


The relatively greater value of this deferment where one's marginal 
rate of tax is higher is perhaps best indicated by the fact that to put 
registered plans in exactly the same position as non-registered plans it 
would be necessary to impose a postponement fee on the investment income of 
registered plans at a rate equal to the marginal rate of tax of the bene- 
ficiary. All payments from the plan would continue to be taxed in full as 
at present. Even under this approach, saving through a registered plan 
would be advantageous if the marginal tax rate on retirement were less than 
when deductible contributions were made, because the tax relief on the capital 
invested would be greater than the tax paid on the capital element of the 
annuity payments. Therefore, an individual in a 50 per cent bracket in his 
working years and a 40 per cent bracket on retirement would still benefit 
if he saved through a registered plan, even if the registered plan were 
charged a special, non-creditable, tax of 50 per cent of all investment 


income earned. 


Moreover, and more important, the relative value of the present tax 
inducement for registered plans would be considerably increased under the 
recommendations put forward elsewhere in this Report. At the present time, 
the age of registered plans by those who otherwise would invest directly 
in common shares is restrained. The full taxation of all benefits 
paid out of a plan means that any capital gains on common shares 
held by the plan are taxed and that the dividend tax credit is lost. 

Under the comprehensive tax base all gains realized by individuals would be 
taxed, while gains realized in registered plans would be taxed only when 
eventually paid out in benefits. Integration of the corporate and personal 
income taxes would result in a refund of the corporate tax to registered 
plans, the beneficiaries not paying personal tax until the benefits were 
received. The tax deferment aspect of registered plans would thus become 


more valuable. Neither of these specific changes should be offset or reduced 


by any measure that is applicable only to dividends or property gains. To 

do so would not only continue the present disincentive to investment by 
registered plans in Canadian equities, a disincentive that is somewhat in 
conflict with the declared government intention to encourage Canadian parti- 
cipation in equity investment, but it would also be in conflict with our 
declared objective of maintaining tax neutrality between various investment 
forms, for example, bonds and stocks. If any reduction in the tax deferment 
advantage is contemplated, it should apply equally to all forms of investment 


income received by registered plans. 


We conclude that, in general, tax inducements to encourage retirement 
income plans should be retained, primarily on the social ground that plans 
by individuals for income maintenance during periods of adversity or retire- 
ment should be encouraged. However, our consideration of the above factors 
has also led to the conclusion that deferment of income for tax purposes is 
avery valuable concession, and has sufficiently important implications to 
warrant placing greater restrictions on its utilization than now exist. In 
particular, if the justification for tax concessions is primarily social, the 
value of such benefits should be designed primarily for the low and middle 
income groups where encouragement of saving is more socially desirable. To 
the extent that the tax incentive does have an impact on the level of saving, 
it is largely manifested in the low and middle income groups. We also believe 
that it is possible to achieve a less complex and more rational approach to 


the taxation of savings plans of all types. 


We shall discuss the implications of these conclusions in detail, first 


for pension and other retirement income plans, and then for life insurance. 


Any type of plan meeting the requirements set out below, whether on an 


individual or group basis, whether the contributions are a fixed percentage 


of income, salary or wages, or whether they are on a profit sharing basis, 
should be eligible for registration. The important restrictions should re- 


late to the provisions for pay-out in the form of pensions, with limitations 
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on cash settlements, the time of withdrawal and the investment of the funds. 


Any unregistered plan should be regarded as a conduit to the bene- 
ficiaries. Contributions by an employer and property income that are not 
distributed or allocated to beneficiaries should therefore, in theory, be 


taxed at the top personal rate of tax. 
RETIREMENT INCOME PLANS 


For retirement income plans which can meet the stipulated conditions 
for registration, we are in favour of continuing to permit the contributor 
to deduct from income for tax purposes certain contributions to such plans 
in the year paid, of exempting from immediate tax the annual income on the 
amounts invested and of including all benefits in the tax base in the year 
or years in which they are received. The questions to be examined are: 
first, what types of arrangements should be permitted to qualify for this 
preferential tax treatment; and second, what specific provisions are required 
for restricting the deduction of contributions, for the taxation of the 
income on the savings, and for the taxation of the ultimate benefits. As 
our proposals concern the limits to be placed on tax deferment, there 
will continue to be many retirement plans that will not qualify for prefer- 
ential tax treatment. We also propose specific measures for these non- 


registered retirement income plans. 


Registered Retirement Income Plans 


The Canada Pension Plan, and alternative provincial pension plans with 
equivalent provisions, should be deemed to be registered plans and should 
therefore be taxed in a manner similar to other registered plans. We 


recommend that there should be specific rules for the registration of other 
plans, some of the more important of which are mentioned below. Detailed 
regulations would be required; but although we have examined such require- 
ments and the overall impact of our proposals in sufficient detail to satisfy 
ourselves that our recommendations are practical, we only include in this 
chapter a general discussion of the more important aspects of our proposals. 
We contemplate that there would be only one set of requirements for all 


registered plans and that the different rules now applicable to pension 
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plans, profit sharing plans, and registered retirement savings plans would 


be eliminated. 


be Contributions by employers and employees should be fully deductible 
from their incomes until the maximm allowable penefit, as set out in 
5 below, had been achieved. ‘There shovld be no annual limitation, as 
at present, based upon a percentage of earned income of the employee 
or on an amount for each employee. This would end the problem of how to 
limit past service contributions and substantial employer contributions 
to plans for executives. The procedure would also eliminate the problem 
for registered plans of how to attribute all the employer contributions 
to employees, a procedure that would be necessary to enforce a limitation 


based on annual contributions. 


eas Income received by the administrator of the plan should be exempt from 
tax as long as the plan was registered. Where dividends were received 
from Canadian corporations, the administrator would be entitled to 
claim for the plan a refund of corporate income tax paid on the under- 


lying earnings of the corporation. 


34 The tax concessions attached to registration should, in principle, bé 
limited to Canadian residents and taxpayers who were permitted to elect 
to be taxed as a resident. The latter election is discussed in 
Chapter 26 and essentially is designed to allow Canadian residents who 
temporarily become non-resident to continue to be taxed as if they had 
remained resident. However, limiting membership in a registered group 
plan to Canadian residents would involve the employer and administrator 
in complex pension arrangements and might become a barrier to labour 
mobility. Accordingly, while membership prior to retirement in indi- 


vidual registered plans should be limited to persons taxable as 


residents, there should be no residence limitation for registered 
group plans, although certain limitations might become necessary if 


group plans were used as a device for tax avoidance. 
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To be registered, a plan should be administered by a separate trust 


or corporation in Canada. 


The maximum allowable benefits for all registered income plans for any 
tax unit, except as indicated below, should be the equivalent of a 
single life annuity, with a guaranteed term of ten years, of $12,000 a 
year for an individual, payable from age 65. This limitation would 

only apply to establish a common basis of valuation, because benefits 
could be payable in any one of a number of ways. It mst also be empha - 
sized that this is not a limit on what people can save for retirement, 
but rather a limit on the amount of such savings that would be eligible 


for preferential tax treatment. 


This formula for determining the maximum amount of deductible contri- 
butions, which we refer to as the “basic maximum", appears to be 
administratively feasible. For administrative reasons we recommend 

that it should be the maximum for any pension under a group plan. We 
also recommend that it should be the maximum for all retirement income 
benefits of each tax unit. However, it would seem reasonable that a 
family unit which included a married couple should have a higher over- 
all maximum benefit than an individual unit. Such a higher maximum 
benefit could be acquired under a retirement savings plan, under such 

a plan together with a group plan, or under a combination of two or more 
plans, but not under any one group plan. The overall maximum benefit for 
such a family unit might be the equivalent of a joint and survivor life 
annuity of $12,000 per annum for the two spouses without a guaranteed 
period, commencing when the older spouse attained age 65. The younger 
spouse, if more than ten years younger than the other, would be deemed 
for this purpose to be only ten years younger than the other. If a family 
unit acquired more benefits than the basic maximum and then terminated 
through divorce or legal separation or on the death of one spouse so that 
one of the former spouses then became the sole beneficiary of the benefit, 
he or she would be required to bring into income the value of the benefits 
in excess of the basic maximum, and this amount would presumably be paid 


out at that time, unless there was a relieving provision which made this 
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unnecessary where the marriage had lasted a specified number of years 


at the time the family unit terminated. 


The above limitations would apply to the whole family wit and not to 
each member of the unit. The limits might be lower but should not be 
higher. However, for convenience these amounts are used in the balance 
of this chapter. We suggest these amounts, even though they are higher 
than would be required to meet the social goal of encouraging every 
taxpayer to provide for a reasonable retirement income, in order to 
reduce the transitional difficulties which would arise with a lower 
limit that would affect many of the plans currently in existence. It 
would allow a margin for individual plans set up with lower benefits in 
the event that market fluctuations lead to property gains that would 
provide for larger benefits than had been planned. To facilitate 
application of the benefit limit, Canada Pension Plan benefits and 
benefits under any alternative provincial pension plan with equivalent 
provisions, should be in addition to and not included in this amount. 
Therefore, total benefits from all registered plans could amount to 
over $13,000 a year, excluding old age security benefits, without 


losing the tax deferment privilege. 


Such a limit should not pose administrative problems for group plans, 
because we propose that no plan that provided for or permitted payments 

to members in excess of this amount would be registered; therefore 

there would be no point in any beneficiary making contributions in 

excess of those required to provide such benefits. However, the limit 
could raise complications in individual plans. For these plans the limit 
on the balance accumulated in the plan at any time could be a dollar amount 
based on a standard mortality table used to ascertain the expected life of 


the taxpayer or spouse and on a stipulated interest rate of, say, 5 per 


cent. These two factors would be employed to determine the present 


value of a single life annuity of $12 ,000 guaranteed for ten years, or 
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of a joint survivor annuity of the kind described above, payable from 
age 65 to the taxpayer or his spouse. This present value would be the 
maximum aggregate market value of assets that would be permitted to 
accumulate for an individual or family tax unit under all plans. If 
the market value increased to an amount in excess of this-amount, the 
excess would be included in the taxpayer's income, and in practice 
would presumably be paid out to him. Market value for publicly traded 
securities would be readily determinable. For other property the 
market value would have to be determined in a manner rod eth oc to the 


tax authorities. 


If a taxpayer who was a member of one group plan joined a further group 
plan, perhaps as a condition of employment, he would have to attach to 
his tax return the same certificate (discussed below) as the taxpayer 
with one or more individual plans. The benefits under each of the 
plans would be estimated to determine if in total they were within 


the prescribed limit 26/. 


Any individual or corporation operating a plan, and desiring to issue 
the certificates described below, would have to register with the tax 
authorities and would become a registered administrator. It would be 
expected that these persons would generally be the same as those 
authorized to provide certificates under the legislation of the various 
provinces. To be registered a plan would have to be under the super- 


vision of a registered administrator. 


If a taxpayer had an interest in more than one registered plan, he 
would annually be required to attach to his tax return a certificate 
signed by the registered administrator of each plan of which he was a 


member showing the level of the retirement benefits which had been accu- 


mulated to that date under that plan. The taxpayer would be required to 
list in his return all the registered plans of which he was a member. As 


long as the taxpayer had a beneficial interest in more than one plan, he 
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would be required to file a certificate annually in respect of each 
plan, even if he were only contributing at that time to one of the 
plans. He would not be required to file a certificate if he were a 


member of only one plan. 


For a plan to continue to be registered, the administrator would have 
to comply with certain regulations. For example, he should be required 


to do the following: 


a) To file an annual statement with the government in respect of each 
fund under his supervision showing details of investments held, 
their cost and market value, income during the year, and contri- 


butions received during the year. 


b) On the request of a beneficiary, to provide him with an annual 
certificate stating the level of his retirement benefits accumu- 
lated to that date, based where necessary on a number of assumptions 


that would be set out in the Regulations. 


c) To certify that to the best of his knowledge all the requirements 


of the legislation had been complied with. 


d) To withhold tax from all disbursements from the fund to non- 
residents at a rate of at least 30 per cent. A withholding tax at 
the same rate or a lower rate on payments made to residents might 


be imposed if required for purposes of enforcement. 


All payments received from the registered plan or plans would be in- 
cluded in full in the income of the taxpayer in the year received. 
Withdrawals prior to retirement would therefore be taxed at full pro- 
gressive rates, although the regular averaging procedures described in 
Chapter 13 would be available. In addition, the taxpayer could transfer 
any portion of the proceeds into another registered plan as long as 


the permitted limit was not exceeded. The present provision for 
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averaging over three years should be removed. There should also be a 
special tax of at least 15 per cent levied on all withdrawals prior to 

age 60 otherwise than on death 27/. This tax should be refundable on any 
amounts put into another registered plan in respect of the same taxation 
year, and on that portion of the withdrawal that did not increase the 
total income of the tax unit for the year over a specified amount of, say, 
$7,000. A provision of this nature would be necessary to discourage early 
withdrawals while still allowing the withdrawal of a reasonable amount in 
an emergency. If the social goal is to provide for retirement, funds 
generally should be left in the plan except in the case of an earlier 


emergency. 


Benefits under a registered plan should be payable to a member of the 
family unit which made the contributions, or in respect of which they 
were made by an employer. However, the family unit may terminate with 
benefits still being payable under the plan. In general this should re- 
sult in a deemed realization to the family unit as well as being income 
to the new family unit. However, if such benefits were payable to the 
taxpayer or his spouse and a new unit was formed, for example, through 
divorce, separation or remarriage, there should not be a deemed reali- 
zation. In any such case a gift should not be deemed to have been made, 
because the beneficiary would be one of the spouses who were members of 
the family unit when the contributions were made. However, the appli- 
cation of the limitation to the new family unit might result in an amount 


being brought into income. 


If the beneficiary was not the taxpayer or his spouse and was not a 
member of the family unit, then it should be deemed that there had 
been a disposition by the family unit of the benefits at a price equal 


to their value, at the earliest of the following dates: 
a) when the benefits become payable, 


b) when the beneficiary was not or had ceased to be a member of the 


family unit and the benefits became fully vested in him, or 


c) when the family unit terminated. 
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This value would be included in the income of the contributors! family 
unit. It would also be regarded as a gift to the beneficiary, and 
would be included in his income unless he were eligible himself to 
qualify the benefits to which he was entitled under a Registered 


Retirement Income Plan. 


Payments should begin no later than the seventy-first birthday of the 
taxpayer or, in the case of a family unit, the seventy-first birthday of 
the elder of the spouses, and should generally have to be at a level to 
provide for the complete disbursement ne the fund by the time payments 
to the taxpayer or his spouse would be expected to cease (under standard 
mortality tables). This would permit the benefits to be taken in the 
form of an individual annuity or a joint and survivor annuity with or 
without a guaranteed term. As an individual need not purchase an 
annuity, it would be necessary for the Regulations to specify the 
required levels of payments, so that it could reasonably be expected 
that the fund would be eliminated within the life expectancy of the 
taxpayer or his spouse. To prevent undue deferment of tax, payments 
after age 70 shovld be permitted to accelerate with age only if this 

is specifically approved by the tax authorities. For example, acceler- 
ation should be permitted for increases related to changes in the cost 
of living or for increases resulting from higher than expected post- 


retirement earnings of the fund. 


There should be a requirement for registration with the tax authorities. 
The conditions for registration should be given legislative sanction in 
the statute or Regulations thereunder and should set out clearly the 
requirements for a registered plan. The constitutional power of the 
federal government to legislate controls of pension plans has been 


questioned, but there is no doubt that it can and does establish many 


rules and classifications for income tax purposes which indirectly 


influence the development of financial arrangements. We think it 
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important that if the federal government is to extend a tax concession 
it mst retain ultimate control over the application of such a con- 
cession. However, to the extent that the provincial governments have 
enacted acceptable restrictions, detailed federal regulations would not 


be required, 


When an employer contributed to the plan, in order to protect the 
employees' interests it would be necessary to issue regulations similar 
to, but more comprehensive than, the booklet (since withdrawn) issued 
by the Department of National Revenue regarding pension plans (commonly 
called the Blue Book) 28/. The present rules for registered retirement 
saving plans under section 79B should form the basis of the regulations 
for plans established by individuals for themselves or to which the 
employee alone contributed. However, the permitted investments in the 


case of individual plans should not be restricted. 


To qualify for registration, a group plan should be a bona fide 
arrangement to provide retirement income for employees, not a dis- 

guised form of temporary savings plan. Therefore, the right to convert 
the benefit into a lump sum by surrender, commtation, or assignment 
should be strictly limited. The plan should also meet standards of 
solvency and the investments should be restricted in order to ensure 
proper diversification. The employee should at all times have a vested 
right to his own contributions, and there should be reasonable conditions 
for vesting of employers’ contributions, together with safeguards to 


members if the plan was wound up. 


In the case of pension plans regulated by provincial statutes, it would 
be convenient if provincial registration could be made a condition for 
income tax relief. However, the provincial acts do not apply to 
employees profit sharing or deferred profit sharing plans, to individual 
arrangements or to other types of plans that might seek federal regis- 


tration. Moreover, it may be many years before all provinces adopt 
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the uniform Pension Benefits Act now in force in Ontario, Quebec and 
Alberta. This being so, the whole burden could not be passed to the 
provinces and it would be necessary for the federal government to set 
out the rules for registration. If uniform regulations are not imple- 
mented by all provinces, the federal government would have to ensure 
that the regulations adopted by one or more provinces did not have the 
effect of providing the residents of those provinces with a tax con- 


cession unavailable to the residents of the other provinces. 


The de-registration of any plan for reasons spelled out in the Regu- 
lations should cause the full balance to become income of the bene-~ 
ficiary or beneficiaries in the year of de-registration, chAmnieereanoe 
tration were restored within a stipulated period of time. On de- 
registration a withholding tax of 50 per cent should be remitted by the 
administrator or trustee and allocated to the beneficiaries of the 


plan. 


A taxpayer should have to declare his interest in all plans if he had an 
interest in more than one plan. Contributions to registered plans should 
be deductible until such time as the market value of all investments 
held by all plans for the account of one taxpayer reached the amount 
required, based upon the standard mortality table and stipulated 
interest rate, to provide the designated retirement income. If the 
market value of the investments exceeded this limit for two successive 
years, any excess existing at the end of the third year should be 
brought into income. Once one such two-year period had occurred, 
subsequent excesses should be permitted only for a single year. This 
provision should not affect a taxpayer who had an interest in a single 
registered group plan because, regardless of the increment in market 
values, such a plan would not be permitted to provide for benefits in 
excess of the limit. Any excess funds ina group plan would probably 


be distributed by the trustee as a form of return of premium (and 
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would be taxable income). However, a taxpayer might be a member of 
more than one group plan, in which case he would have to bring into 
income each year any excess benefits accruing to him. If this amount 
was not then paid out to him, an appropriate part of his subsequent 


pension payments would then be non-taxable as a return of capital. 


In the case of existing plans, the requirement that any excess benefit 
should be brought into income should not apply to any amount in the 
plan as at the effective date. However, further property income of the 
plan should be brought into income of a taxpayer if the assets in the 
plan were already in excess of the defined limits. It would be expected 
that some present group plans would be split in two, with one plan being 
registered and the other non-registered. The latter would provide for 
benefits in excess of $12,000 a year. Alternatively, the taxpayer who 
is in a group plan could, if the plan so provided, be permitted to elect 
what proportion of his interest in the plan is to be de-registered and 
in that case he would subsequently bring that proportion of the em- 
ployer's contributions and of the earnings of the fund into his own 


income. 


In essence, then, our recommendations do not involve any material change 


for the great majority of existing retirement income plans, but do include 


a@ substantial alteration in the method of determining limits for tax deducti- 


ble contributions. At the present time deductible contributions by an 


individual taxpayer in any year are limited, either to a percentage of his 


earned income or to a dollar amount. This procedure is unsatisfactory 


because it does not adequately take into consideration employer contributions, 


so that the limitation is unevenly applied to different persons. A better 


approach would be to allocate the employer contributions to the employees, 


and then to require that these benefits be included in the income of the 


employees. However, such an allocation would in many cases be difficult if 


not impossible. Another difficulty with the present limitation is that it 
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ignores investment income and therefore confers a relatively greater benefit, 
in the form of tax deferment on investment income, on those plans that earn 


a high rate of income. 


Therefore, we have recommended that the limitations on tax deductions be 
shifted from annual contributions to the amount of the benefits that could 
be obtained from registered plans. Because no beneficiary of a group plan 
could receive more than $12,000 a year, the use of benefits as a limit would 
mean that employer contributions would not have to be allocated and that the 
amount of income accumulated would become a factor in determining when 
employee and employer contributions were no longer required. The amount of 
the maximum benefit permitted is a question for arbitrary determination. 
However, it should be high enough to ensure that the present registered 
group plans would easily qualify in respect of substantially all of their 
members, and yet not so high as to extend the privilege of the extremely 
valuable tax deferment to a level where the social goals are no longer of 
significance. The amount should also be high enough to allow even major 
fluctuations in the values of a substantial proportion of individual plans 


to be encompassed within the limit. 


We have pointed out that both the deductibility of contributions to, 
and the exemption from current taxation of income earned in, a Registered 
Retirement Income Plan would be extremely valuable concessions. Therefore, 
it may be thought necessary, now or at some future time, to reduce the value 
of this incentive. Certainly the loss in tax revenues is immense, and we 
cannot be at all sure that the same or almost the same level of retirement 


saving would not be attained without such a substantial incentive. 


Any method of reducing the incentive should apply equally to all forms 
of property income received by any plan, and should not reduce the net rate 
of return on only one kind of income. We have proposed a limit on ultimate 
benefits to restrict the use by higher income groups of this valuable defer- 


ment. This limit could be reduced, but not substantially, or it would affect 


433 


a number of employees in plans that are presently registered. In addition, 

an upward fluctuation in the market value of the assets held in group plans 
could have unfavourable tax implications for many taxpayers if the upper 

limit were greatly reduced. Therefore, if the value of the tax concession 
were to be reduced, a postponement fee or tax on the total annual income of 
registered plans would appear to be more appropriate. We think that basically 
there are two kinds of tax which could be applied to the annual income of 

the plan, a postponement fee or a withholding tax. Such a fee or tax could 
be levied on the total income of the plan, including eee d or on 

the property income only. Because both of these elements involve tax 


deferment, a tax on the total income would appear to be the more appropriate. 


A postponement fee would be an annual levy on the income of the plan 
that would not be creditable to the beneficiary. This would amount to a 
form of interest on deferred tax. The fee should be 10 per cent or less, 
and would be simple to administer. However, it would be regressive in 
impact, because it would apply to the amount of income on which tax is 


deferred and not to the amount of tax deferred. 


A withholding tax at a flat rate has undoubted appeal in that the bene- 
ficiary would be able to claim a credit for tax paid when the benefits ulti- 
mately were paid to him. A flat rate of withholding tax on the total income, 
that is, on contributions and property income, would be required so that there 
would be no need to account accurately each year for the proportion of em 
ployer contributions and property income attributable to each beneficiary, 
an accounting that would be virtually impossible to do accurately except in 
the case of money purchase plans, because of the many actuarial factors 
involved. However, a flat rate withholding tax would be inequitable as 
between individuals in different income brackets. A withholding tax would 
also involve reporting to beneficiaries the amount of tax withheld at the 
time benefits were paid. To have the same impact on the ultimate level of 
benefits received after tax, the rate of withholding tax would have to be 


almost double the level of a postponement fee. 
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Further discussion of the difficulties encountered with each of these 
alternatives is contained in our later discussion on the taxation of the 
proceeds from life insurance. Both procedures would have a relatively 
greater impact on taxpayers at lower income levels, so that if the intention 
were to reduce the attractiveness for tax reasons of Registered Retirement 
Income Plans, the preferable alternative would be to reduce the permitted 


level of retirement income. 


Non-Registered Retirement Income Plans 
(Including Ordinary Annuities) 


Our proposals are not intended to restrict retirement savings, but 
rather to limit the amount of retirement savings that is eligible for pref- 
erential tax treatment. Plans that could not qualify for registration would 
not be eligible for the deferment privilege, and no deduction from income 
for tax purposes would be allowed to the taxpayer for his contributions. 

An employer would be able to deduct his contributions if they were a 
reasonable business expense. Consideration must be given to the tax treat- 
ment of employer contributions and of income received by the trustee or 
other administrator, that is, property income earned on contributions while 
retained in the plan and any other income received, such as gifts and be- 
quests. The ultimate tax treatment of total benefits received from the 
plan mist also be considered. Non-registered plans would include profit 
sharing plans and any other similar form of savings plan that did not meet 
the requirements for registration. Individual annuities that were not 


registered would also fall into this classification. 


Annuities which were provided by way of gift present special problems 
and we deal with the treatment of such annuities in Chapter 17. An annuity 
which was payable out of a trust should be dealt with in accordance with 


our recommendations in Chapter 21. 


Our concept of an equitable tax system requires that income should 
be taxed when earned, and taxed in a uniform manner regardless of the 


form in which it was accumulated or received. In a retirement plan, 
income is set aside for future use, but when the plan is non-registered, 


the income should be taxed when first credited to the account of 


the beneficiary. The intermediary should be regarded as a conduit 


435 


through which the cash will flow and anything received by the intermediary, 
for example, employer contributions and property income, would be received 
for the account of the beneficiary. Income should therefore be taxable when 
received by the intermediary, just as if it had been received directly. This 
tax-paid income would then in effect become capital. Under our recommendation 
bee integration of the corporate and personal income taxes, the procedure for 
grossing-up and crediting the corporate tax paid to those receiving corporate 


distributions should apply to non-registered plans in the same way as it 


would have applied had the beneficiary received the distributions directly. 


Because there would be no tax deferment in such a plan, benefits would 
be regarded as a non-taxable return of investment. If the ultimate benefits 
received were less than the cost basis of the taxpayer's interest in the 
plan, that is, the contributions made by the taxpayer and the employer contri- 
butions and income which have been attributed to him, there would be a 
property loss which would be deductible from other income. Over his lifetime 
a taxpayer would include in income the full realized increase in his economic 
power, but would not be taxed on any amount that he did not ultimately 


receive. 


We expect that the trustees or administrators of such plans would main- 
tain records of the contributions and investment income attributed, so that 
when the benefits were paid it would be possible to supply the taxpayer with 
a statement of his cost basis, that is, original contribution plus attributed 
income. Any difference between this amount and the ultimate proceeds would 


be a gain or loss that should be included in the comprehensive tax base. 


Although this procedure appears to be relatively simple, in practice it 
would be complicated by the fact that in many cases it would be very difficult 
to allocate the employer's contributions or the property income to the bene- 


ficiaries. In such an event, a flat-rate withholding tax should be charged 
against all such unallocated amounts, and later credited on a grossed-up 


basis to the beneficiary when these amounts were allocated. Thus, on 
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retirement, the beneficiary of a non-registered plan would receive his 
pension net of tax withheld. Alternatively, the tax withheld could be 
refunded to the trustee or administrator so that the beneficiary would re- 
ceive his full pension, which would be taxable to the extent it exceeded the 
beneficiary's own contributions and amounts previously allocated to him. 
Computation of the tax withheld should not be difficult, because a record 

of the employee contributions and amounts previously allocated to the employee 
would have been maintained, and any excess of benefits paid over such amounts 
would in effect represent the amount on which tax had been withheld. To 
prevent manipulation, the withholding rate should ideally be equal to the 
highest rate of individual tax, but a rate of 4O per cent would probably be 
sufficient. Such a rate would cause most employers or individuals to 
establish their non-registered retirement saving plans in a manner that would 
permit attribution, even if the allocation rules had to be rather arbitrary. 
Records would be maintained showing for each beneficiary the total of his 

own contributions plus the portion of the employer's contributions and 

income attributed to him. When an amount ultimately vests in the benefici- 
ary, any excess or deficiency of such amount over or under his cost basis 


would be included in or deducted from income. 
INCOME INSURANCE PLANS 


Although plans falling within this general classification, for example, 
unemployment insurance, supplementary unemployment insurance, workmen's com 
pensation, sickness and accident insurance and group life insurance, do not 
contain a large saving element, so that the relative size of the property 
income involved is small, the insured does benefit from lower premiums be- 
cause of the existence of some investment income. Also, there is a mortality 
or risk element involved and beneficiaries realize a gain or loss because 
of the sharing of risks through insurance. The major questions for consider- 
ation are whether premium payments should be deductible and whether 


benefits that are ultimately received should be included in income. 


437 


The allowance of premium payments as a deduction from income would 
facilitate the bringing into the tax base of the property income and the 
mortality gain or loss. As in the case of group pension plans, it is diffi- 
cult to allocate fairly to each beneficiary his share of both the employer's 
contribution and the property income, and such allocation should be avoided 
if at all possible. A procedure that permitted the deduction of all contri- 
butions and then brought into income all benefits received would ensure that 
each beneficiary was taxed only on the net increment in his tax base, re- 
gardless of the extent to which the increase in economic capacity was derived 
from the employer contribution, the property income, or the mortality gain 
or loss. However, such an approach would also result in the deferment of 
tax liabilities, with both the premium contributions and the property income 


accumulating free of tax until eventually paid out in the form of a benefit. 


We believe that the deferment of income for tax purposes, at least initially, 
should be limited to Registered Retirement Income Plans. Ultimately the social 
advantages of a comprehensive scheme of income deferment might well lead to 
a "registered deferred income plan" which permitted the deduction of contri- 
butions for plans that would provide for benefits in the event that disa- 
bility, unemployment or death caused the income of the family to decline 
below a certain level. The proposal for Registered Retirement Income Plans 
provides only for retirement, although we have suggested a relieving pro- 
vision which would permit the payment of benefits without penalty prior to 
retirement to the extent that income of the tax unit in the year, including 
the amount of the withdrawal from the plan, did not exceed $7,000. We have 
not suggested the immediate implementation of a more comprehensive income 
maintenance plan because we believe it would be advisable to obtain first 
some experience in the operation of our recommended limitation on the deducti- 
bility of contributions to Registered Retirement Income Plans. Once the 
procedures for administering this limitation had been worked out in detail, 


the registration of more comprehensive plans could be considered. 
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To obtain the desired administrative advantages without the inequities 
of a tax deferment, the premium payments to income insurance plans should be 
deductible and some form of tax should be levied on the total amounts accumu- 
lating in the plan. Such a levy, as already discussed, could take the form of 
either a postponement fee or a withholding tax, but it would have to be applied 


to both contributions received and property income earned by the plan. 


Therefore, we recommend that premium contributions to income insurance 
plans of both employers and employees should be deductible in computing 
income in the year paid and that all Benerite should be included in full in 
income in the year received. Because the premiums would be deductible in 
full by the individual, there would be no need for the employer to allocate 
his share of the premiums to individual employees. In addition, to reduce 
the advantages of income deferment that this procedure would encompass, the 
total income of the plan, that is, premium contributions and property income, 
should be subject to either a small postponement fee of up to 10 per cent or 


to a withholding tax of up to 20 per cent. 


The postponement fee or withholding tax recommended should not, however, 
be applied to government unemployment insurance and workmen's compensation. 
Because the terms of these plans are not established by individuals, and 
because the plans are not fully funded so that the tax deferment element is 


not serious, the application of such a tax is not warranted. 


Therefore, the full amount of all proceeds received from such income 
insurance plans as unemployment insurance, workmen's compensation, sickness 
and accident insurance and group life insurance should be included in full 
in income in the year received. We recognize that transitional arrangements 
would be required, and under the heading “Life Insurance" we mention some 


of the alternatives. 


The averaging arrangements proposed in Chapter 15, including-the option 


of converting certain kinds of insurance benefits into registered annuities, 
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and the proposed treatment of Registered Retirement Income Plans under which 
substantial single contributions would be deductible in the year of contri- 
bution, should remove the hardship that could otherwise result from including 
substantial lump sum benefits from these plans in income in one year. 
FOREIGN SOURCE PENSIONS AND CANADIAN 
PENSIONS PAID TO NON-RESIDENTS 

Pensions received by Canadian residents from foreign sources should be 
treated as receipts from a non-registered plan. Thus, any benefits received 
in excess of the taxpayer's own contributions should be taxable in full 
subject to a credit for foreign withholding taxes on the benefits. One 
question is whether employer contributions and investment income accumulated 
prior to the taxpayer becoming a Canadian resident should be deemed to be 
contributions by the taxpayer. We recommend that this should be the case, 
because in Chapter 15 we recommend that all new residents should be entitled 
to assign as a cost basis of their property the market value of the property as 
at the date they became resident. Membership by a Canadian resident in a non- 
resident plan should be treated in a similar fashion to membership in any non- 
registered plan, with the investment earnings of the plan as well as an employer's 
contributions being included each year in the member's income. The employee 
would be required to make an estimate of the applicable amounts if he were 


unable to obtain the detailed figures from the employer. 


The Canadian employer contributing to a registered or non-registered 
pension plan for a non-resident employee would be able to deduct his contri- 
butions from income, as he would for any form of employee remuneration. In 
the case of a non-registered plan, the annual investment earnings attributable 
to a non-resident should be subject to the non-resident withholding tax, and 
the dividends or other distributions from Canadian corporations which are 
applicable to the non-resident interest should not qualify for the refund 
of underlying corporate income tax. The employer contributions into a non- 


registered plan would be a taxable benefit, and should be subject to 


withholding tax in a manner similar to any other employment income. Payments 
from such a plan would be a return of capital, and therefore should be free 


of any Canadian tax. 


In the case of a registered group plan (a person taxed as a non-resident 
should not be permitted to have an individual plan), no tax should be imposed 
on the fund because the contributions and investment earnings would be accum- 
lated. The non-resident should not be allowed to deduct his employee contri- 
butions unless he was eligible to be taxed as a resident. The withholding 


tax discussed below should be applied to all disbursements from the plan. 


Should a Canadian resident become a non-resident, what tax could reason- 
ably be collected by Canada on pensions accumulated for him or subsequently 
paid to him? We do not think that the deemed realization provisions appli- 
cable to other property of a person who ceased to be resident in Canada 
should apply in this case because of the liquidity problem. Some might 
suggest that, because these pensions would be received by a non-resident 
who would be subject to a foreign tax jurisdiction, the basic right to tax 
should belong to the foreign jurisdiction. However, because the pension 
benefits would have been built up while the beneficiary was resident in 
Canada, and in the case of registered plans he would have received special 
tax concessions while accumulating them and because Canada would be the 
source of the payment, Canada would have every right to levy tax. In the 
case of registered plans, part of the payment would represent income earned 
while the recipient was resident in Canada, but on which payment of the 
Canadian tax liability had been deferred until retirement. It is therefore 
reasonable that Canada should collect the deferred tax. It would probably 
also be necessary to collect this tax to prevent the emigration of Canadians 
as a result of tax considerations. We therefore recommend that a tax of 
perhaps 40 per cent or of at least 50 per cent, the general withholding rate 
for payments to non-residents, should be withheld from the income>portion of 


pension payments to such non-residents. By income portion we mean that 


4h 


portion of the payment that would have been income for tax purposes if 
received in Canada. This would exclude that which was deemed to be a 
return of the investment, that is, the employer and employee contributions 
and income of non-registered plans that had been attributed to the bene- 
ficiary. In the case of withdrawals from a registered plan prior to age 60, 
the rate of withholding tax should be at the maximum 50 per cent rate to 


prevent the use of these plans as a tax avoidance device. 


Some tax conventions would have to be renegotiated to permit this 


withholding tax. 


The level of the proposed withholding tax raises the question of whether 
refunds should be allowed. The amounts concerned could be significant for 
some individuals, so we recommend that such non-residents should be allowed 
to file Canadian income tax returns as if they were resident in Canada, that 
is, on a world-income basis. The non-resident could then claim a refund of 
any tax withheld in excess of the tax that would have been payable if he 
were resident in Canada. Alternatively, he would be entitled to file an 
undertaking to submit a return so that the full withholding would not be 
required. To ensure that there would be no double taxation, it would be 
necessary to allow a credit for all foreign taxes which were attributable to 
income from foreign sources. The effect of this proposal would be that the 
total tax burden on the taxpayer would, in many cases, be substantially the 


same whether he resided in Canada or abroad. 
LIFE INSURANCE 


Life insurance is an important feature of the social and economic 
environment of most Canadians. Approximately three quarters of the families 
in Canada have acquired life insurance to provide funds in the event of death 
or in anticipation of some event which would require financial resources 29/. 
A further indication of the extensive use made of this form of saving is the 


fact that almost 30 per cent of personal saving is put into life insurance. 


An in@ividuai who takes out a life insurance policy pays single or 
periodic premiums and in due course may receive a benefit upon the death 
of the life insured or upon the maturity of the policy. In addition, the 
policyholder may receive policy dividends during the life of a policy. The 


policy may be surrendered for cash before death or maturity. 


The amount received from a life insurance policy may be determined by 


several elements or factors: 
1. The return of premiums paid, which is in effect a return of capital, 


2, Minus, the expense loading to cover the commissions and other costs 


involved in issuing and servicing the policy, 
3, Plus, the income earned on the investment of these net premiums, 
4. Plus or minus, the mortality gain or loss. 


Over the whole insured population there should not be a net mortality 
gain or loss, because the concept of insurance involves the complete offset 
of individual gains and losses, put individual policyholders will receive 


either more or less than they contribute. 


At the present time no part of the proceeds of a life insurance policy 
is included in income. The exclusion is not the result of any specific 
legislative provision but appears to be, to a considerable extent, a matter 
of administrative practice. Thus,the investment income that is accrued 
each year to the benefit of policyholders, the policy dividends and the 
mortality gain or loss are all excluded from income for income tax purposes. 
The rationale behind this exclusion is not clear, but probably a major reason 
for the special treatment has been the difficulty of determining how a tax 


could be levied in an equitable and administratively feasible fashion. 


However, life insurance is an important element in the Canadian economy. 


In 1964, Canadians contributed over $1,300 million in premiums, received over 
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$800 million in policyholder dividends and other benefits and about $600 
million in net investment income flowed to insurers. Amounts of these 
magnitudes cannot be ignored when determining what is to be included in the 
tax base. It is inappropriate that one source of property income should 
have the competitive advantage of offering a complete tax exemption on all 
investment income derived through that source, particularly in view of our 
recommendations concerning property income contained elsewhere in this 
Report. For not only do we recommend that all forms of property income 
should be taxed in full, but we also recommend that it should be taxed when 
it is earned regardless of the fact that receipt of the income might be 
deferred to a subsequent year. Thus, we recommend in Chapter 15 that 
interest income should be included in the payee's income each year, even if 
receipt were postponed by the terms under which the investment was made. 

We believe that a similar approach should be applied to the investment 
earnings derived through life insurance, and therefore property income 
accruing to the benefit of individuals through life insurance should be 


taxed. 


Tables 16-2 and 16-3 provide some indication of the relative size of 
the amounts involved for some standard kinds of life insurance policy. AIL 
of the examples are for $10,000 policies and all computations are based upon 
the ca ace for the federal government minimum statutory reserves. 

In fact, most policy premiums are now based on an assumed interest rate 
higher than the 3.5 per cent used in these tables together with an allowance 
for expenses. In addition, in Chapter 24 we recommend that life insurers 
should pay the full rate of corporate income tax on business income when 
earned and that policy reserves for tax purposes should be based on an 
investment yield of at least 4 per cent. Policy reserves represent the 
accumulated amount provided out of premiums and investment income to meet 


the estimated future liabilities, based upon actuarial considerations, 


for policy claims. Thus, one element of this liability account 


represents the accumulation of investment earnings for eventual 


yyy 


TABLE 16-2 


SOURCE OF POLICY RESERVES FOR A WHOLE LIFE POLICY 
PAID UP AT AGE 85 FOR $10,000 TAKEN OUT AT AGES 35 AND 50 


Year Net Investment Mortality Policy 
of Premium Income Loss Reserve at 
Age Added . Year Tian y Year Debited in Year End o Year 
Taken out at age 35 (approximate 
non-participating annual premium of $175) 
35 $ 25.06 $ 8h $ 25.10 $ 80 
5 157.67 52.91 45.38 1,517.20 
55 157.67 114.17 87.24 3,288.90 
65 157.67 179.21 154.11 5,146.10 
15 157.67 239.76 250.5) 6,858.00 
8h 157-67 295.70 221.37 8,524.30 
Total for 50 years 7,750.89 7,204.91 6,431.50 
99 = 339.78 _ 10,000.00 
Taken out at age 50 (approximate 
non-participating annual premium of $330) 
90 $ 84.10 $ 2.97 $ 835.17 $ 5.90 
55 313.69 kh 65 114.34 1,204.50 
65 313.69 130.79 201.08 3,666.90 
75 313.69 212.41 294.50 5,986.10 
8h 313.69 295.68 221.37 8,524.30 
Total for 35 years 10,749.56 5,126.79 7,352.05 
99 — 339.78 — 10,000.00 


Column (2) 


Column (3) 


Column (4) 


The net premium is calculated according to the mortality and interest basis prescribed by the federal 
government for the minimum statutory reserve, without loading for expenses. This basis is not 
necessarily the same as the mortality and interest basis used by the insurance company in computing 
the premium rates it charges to policyholders. The first year net premium is modified to allow for 
the initial expenses - 


The investment income for the year is 5.5 per cent (the rate used in arriving at the statutory 
minimum reserve) of the reserve at the beginning of the year plus the net premium for the year, 
since premiums are assumed to be payable-annually in advance. 


The mortality loss for the year is the amount chargeable to those that survive in order that the 
expected claims of those that die in that year may be paid in full. Should death occur at any age, 

a mortality profit arises in the year of death, equal to the sum assured of $10,000 less the year-end 
reserve held for the policy. 


The policy reserve at the end of the year is the total of the policy reserve at the beginning of the 
year plus the net premium added and the investment income credited and less the mortality loss debited. 
This amount could be taken to be the- "value" of the policy at the year end. 
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TABLE 16-3 


SOURCE OF POLICY RESERVES FOR AN ENDOWMENT, WHOLE LIFE, AND TERM INSURANCE 
POLICY FOR $10,000 TAKEN OUT AT AGE 40 AND WITE 20 YEARS OF PREMIUMS 


Year Net Investment Mortality Policy 
of Premium Income Loss Reserve at 
Age Added in Year Credited in Year Debited in Year End of Year 
2 BORE 45 RT ME 9 St 
20 Year Endowment (approximate non-participating annual premium of $425) 
ho $224.71 $ 7.89 $ 34.60 $ 198.00 
45 388.85 75.26 41.81 2,184.20 
50 388.85 154.10 45.65 4,513.20 
55 388.85 248.00 35.15 7,296 40 
59 388.85 338.15 - 10,000.00 
Totals for 20 years 7,612.86 3,110.45 723.31 
20 Payment Whole Life (approximate non-participating annual premium of $310) 
ho 101.86 3.59 35.05 70.40 
45 266.00 46.75 46.35 1,337.10 
50 266.00 95.82 60.12 2,773-50 
55 266.00 151.52 72.72 4,406.20 
59 266.00 202.06 76.26 5,897.60 
Totals for 20 years 5,155.86 1,900.74. 1,159.00 
99 - 339-78 - 10,000.00 
20 Year Term (approximate non-participating annual premium of $97) 
ho 34.11 1.19 35.30 - 
45 81.00 8.88 52.38 209.60 
50 81.00 14.01 80.41 335.60 
55 81.00 13.83 126.33 282.40 
59 81.00 6.30 185.90 - 
Totals for 20 years 1,575.13 203.89 1,777.00 


Notes: 


Column (1) 


Colum (2) 


Colum (3) 


Column (4) 


The net premium is calculated according to the mortality and interest basis prescribed by the federal 
government for the minimum statutory reserve, without loading for expenses. This basis is not necessarily 
the same as the mortality and interest basis used by the insurance company in computing the premium rates 
it charges to policyholders. The first year net premium is modified to allow for the initial expenses. 


The investment income for the year is 3.5 per cent (the rate used in arriving at the statutory minimm 
reserve) of the reserve at the beginning of the year plus the net premium for the year, since premiums 
are assumed to be payable annually in advance. 


The mortality loss for the year is the amount chargeable to those that survive in order that the expected 
claims of those that die in that year may be paid in full. Should death occur at any age, a mortality 
profit arises in the year of death, equal to the sum assured of $10,000 less the year-end reserve held 
for the policy. 


The policy reserve at the end of the year is the total of the policy reserve at the beginning of thé year 
plus the net premium added and the investment income credited and less the mortality loss debited. This 
amount could be taken to be the "value" of the policy at the year end. 


payment to the policyholders. Because the stipulated investment yield rate 
would be employed for computing the allowable deduction to the insurance 
companies for transfers to policy reserves for tax purposes, it would also 
establish the amount of investment income that would be deemed to have been 
accrued to the benefit of policyholders. Thus, the actual amounts of in- 
vestment income that would be allocated to a policyholder for tax purposes 
under our proposals might differ from the amounts shown under the column 
"Investment Income Credited". Nevertheless, the tables give some idea of 
the relative size of the amounts that under our proposals would have to be 


included in income for these various policies. 
Participating Dividends 


The holder of a participating policy is entitled to dividends in 
addition to the contractual benefits payable on maturity or death or on 
surrender of the policy. Policyholder dividends are a form of distribution 
similar to ordinary dividends and to patronage dividends of co-operatives 
and, like these other distributions, should be included in the tax base of 
the insured when credited to him. Policyholder dividends may be to some 
extent a return of premiums paid, but they also represent a distribution of 
a share of the property income earned and may also be derived from Pavour- 
able overall mortality experience or from a favourable expense record. In 
our view, all of the latter three items should be treated as income to the 
policyholder and taxed as such. The problem is whether all, or only a 
portion, of the policyholder dividend should be brought into the income of 
the policyholder. The proportion chosen would not affect the taxable income 


of the insurer because it would deduct the full amount of such dividends. 
Mortality Gains and Losses 


We must also consider whether mortality gains and losses should be 


taken into account in computing income. There can be no doubt that ability 


to pay is increased or reduced by this gain or loss and that therefore under 
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our definition of the comprehensive tax base mortality gains and losses 
should be part of taxable income. In our view, the co-operative nature or 
mutuality of the arrangement by which individuals, through insurance, decide 
to pool their risk does not of itself justify special tax consideration. 

A change in capacity to pay is important, and certain classes of transactions 
cannot be accorded special treatment without creating inequities. On the 
other hand, the social argument that individuals should be encouraged to 
provide for their own protection is significant. Also, because the greatest 
gains occur as a result of early death, it is apparent that taxing mortality 
gains may mean the imposition of tax at an inappropriate time, a time when 
it would be difficult for the beneficiary to understand why a tax liability 
had arisen. Moreover, the allowance of mortality losses would give a tax re- 


fund at a time and for a reason that would be equally difficult to understand. 


While the difficulty of explaining the rationale of such taxation con- 
cerns us, the argument that gains realized because of the loss of life are 
not a reasonable subject of taxation cannot be accepted. If it is felt that 
loss of life warrants some special tax considerations, a special tax allowance 
or tax credit related to this occurrence should be made available to all tax- 
payers and not just to those taxpayers who are fortunate enough to be recipi- 
ents of insurance benefits. Special treatment of insurance benefits compounds 
the inequities arising on death by assisting only those who are already 


receiving some compensation. 


Another concern is the lump sum nature of this type of income, with a 
relatively large benefit being received in one year. However, the bene- 
ficiary would be eligible for the averaging procedures suggested in Chapter 
13, or he could exclude the benefit from current income by making a lump sum 
contribution to a Registered Retirement Income Plan or to an interest-bearing 
registered government annuity. The latter two alternatives are extremely 
important because they would permit a lifetime averaging of insurance benefits 


in many cases; and in those cases where the benefits were only of moderate 


size and were payable to a beneficiary who had little other income, they 


would result in the payment of little or no tax. 


One must also consider the administrative difficulties arising from the 
inclusion or exclusion of mortality gains and losses in determining the tax 
pase. An apportionment of the proceeds of a life insurance policy, even on 
an approximate basis, between the various sources of the funds (premiums , 
investment earnings, and mortality gain or loss), in an attempt to arrive at 
a specific amount that was to be either included in, or excluded from, the 
tax base would be a difficult task. If wits ee proceeds were to be included 
in income there would be no need to make such an allocation. Another aspect 
of the administrative question is whether the tax revenues to be gained 
warrant the effort involved. Mortality gains and losses should compensate 
over the whole insured population if computed without recognition of the 
expense element, and there should not be a net revenue gain or loss. Even 
though the revenue gains and losses might balance out over all taxpayers, the 
amounts for individual taxpayers would be significant and should be taken 
into account in determining their ability to pay. Only in this way can 


equity be attained. 


If mortality gains and losses were to be taken into account in the 
computation of income, and if property gains and losses were to be taken 
into account on an accrual basis, theoretically the applicable mortality 
loss should be deductible each year the policy is in effect. This is 
indicated by Tables 16-2 and 16-3 which appear earlier in this chapter. In 
other words, the amount to be included in the policyholder's income each year 
would be the investment income accumulated for his benefit less the mortality 
loss. The result of this procedure would be to tax the policyholder each 
year on the increase in his policy reserve less that portion contributed 
by the taxpayer in the form of the net premium. Thus, the balance of 
policy reserve in effect becomes the cost basis of the taxpayer's interest 
in the life insurance policy. On maturity of the policy the mortality gain 


(or loss) would then be the policy proceeds less the reserve then held by 
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the insurer in respect of the policy, and possibly less any difference between 
the gross premiums and the net premiums paid. However, for practical purposes 
it would probably be more satisfactory to calculate the net mortality gain 

or loss, that is, the policy proceeds less premiums paid and less investment 
income credited, at the time the policy matured, and to inci it in income 

at that time. This would avoid the bringing of a large sum into income 

in one year, as the accumulated mortality losses would reduce or off- 

set the ultimate mortality gain. Alternative approaches to the inclusion in in- 


come of mortality gains and losses are discussed in Appendix C to this Volume. 


If the policyholder had to pay tax on some portion of his benefits, his 
insurance would be of less value to him. If mortality gains and losses were 
to be taken into account, it might be necessary to have special relieving 
provisions applicable to benefits received during the first five years on 
policies in existence at the effective date of the legislation, and perhaps 
it would be necessary to provide, an exemption from tax up to a certain amount 
of policy proceeds. In addition, the cost basis of all policies as at the 
effective date would have to be determined, because the values built up in 
the past should not be taxed. For practical purposes the value could be 
taken as the greater of premiums paid or the cash surrender value as at that 
time. In any case, this determination could be made by the insurer on the 
basis of procedures worked out by the industry and the government departments 


concerned. 
Property Income 


To tax the investment income earned through life insurance would not 
constitute the removal of a specifically granted exemption, but rather would 
be the taxation of gains that have been excluded in practice because of the 
difficulties of levying tax in an equitable fashion. Taxpayers are taxed 
generally on investment income and therefore it is not unreasonable to 
subject to tax immediately investment earnings received or accrued through 


life insurance. The total amount of investment income accruing each year to 
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the benefit of Canadian policyholders is substantial, amounting to almost 
$500 million in 1964, and to continue to exempt an amount of this magnitude 
from income tax would be most inequitable. In addition,a tax exemption of 
these proportions may have had a distorting effect on the efficient allo- 


cation of saving. 


However, not all the investment income earned each year is imnediately 
paid out to the policyholders. A portion will be distributed in the form 
of policy dividends, but most of the property income is accumulated in the 
policy reserves until paid out in the form of claims or on cancellation. 
Elsewhere in the Report we recommend that although most income of the indi- 
vidual should be taxed only when received, it would be necessary to account 
for many items of property income on a form of accrual basis. We have 
pointed out the value of tax deferment, and have stated that as a result it 
would be necessary to regard certain items that are set up as liabilities 
by the payer, such as interest, to be income to the beneficiary even if 
payment were deferred until some future date. This approach should also be 
followed in the case of life insurance to maintain neutrality of tax treatment 
between various kinds of saving arrangements, and to preclude the use of 
life insurance as a tax deferment device. Property income accumulated in 
policy reserves should be taxed in mich the same manner as if it had been 
paid out to the policyholder and paid back by him to the insurer in the form 
of higher premiums. It will be observed, however, that in many cases the 
policyholder may be able to arrange with the insurance company for such 
variations in his policy as would be necessary in order to qualify it for 
registration as a Registered Retirement Income Plan. 

Life Insurance as a Registered 
Retirement Income Plan 
One proposal for the taxation of life insurance benefits that we re- 


jected was the treatment of most life insurance as a form of Registered 


Retirement Income Plan. Although life insurance plans are not entirely 
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comparable to other plans included in this designation, they provide alterna- 
tive media for the savings of individuals. For registered plans the premiums 
would be deductible, the investment earnings would be free of tax until paid 
out to beneficiaries, and the full amount of all benefits would be taxable. 
Because mortality gains or losses and investment earnings would all be in- 
cluded in the tax base, it would not be necessary to divide the proceeds 
into their relative components. To ensure equality of treatment between 
competing forms of saving, registered life insurance contracts would have to 
be subject to the same requirements for registration that were imposed upon 


other registered plans, including a limit on the amount of eligible benefits. 


Although we considered a number of alternatives, we were unable to 
develop rules that met both the criteria for registration already discussed 
and that were capable of encompassing life insurance without leading to un- 
acceptable administrative complexities. The method proposed for the more 
effective regulation of retirement income plans involves a limit on benefits, 
a technique that becomes more difficult to administer if a large proportion 
of the beneficiaries have more than one registered plan. Also, even if most 
life insurance contracts were registered, there would remain a number of 
unregistered plans where the sum assured exceeded the prescribed limits for 
registered plans, and therefore it would still be necessary to provide for 


the allocation of some investment income. 


We therefore concluded that life insurance should, in general, be treated 


in a manner similar to non-registered retirement income plans. 


It should, of course, continue to be possible for life insurers to 
register and sell life insurance contracts that meet the requirements for 
retirement benefits already suggested, as they now do under section 79B 
plans. It should also be possible to vary existing policies so that they 
would meet the criteria for registration and to register such policies if 


they comply with the requirements. Thus, competitive neutrality could be 


maintained between the various savings media. 
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The Proposal 
Our recommendations for life insurance are that: 


1. Premiums paid for a life insurance policy, other than for group life 
insurance which we discussed under the heading of income. insurance 
plans, should not be deductible in computing income unless the policy 
was registered as a Registered Retirement Income Plan in the manner 


already specified. 


hae In general, the property income accumulated for the benefit of the 
policyholder should be included in his income in the year it was accumu- 
lated in the hands of the insurer. This procedure would be consistent 
with that recommended for investment income accrued by other financial 
intermediaries and not immediately paid to the beneficiary. Alternative 
procedures by which the property income would be subject to a post- 
ponement fee or withholding tax when accrued by the insurer, are 


discussed in Appendix C to this Volume. 


OP The entire policy dividend should be included in the income of the 
recipient, a procedure similar to that recommended for patronage dividends 
of co-operatives. A withholding tax of 15 per cent, as recommended for 


interest and certain other payments, should be deducted. 


4, Mortality gains and losses should eventually be included in the compu- 
tation of the income of policyholders. In the case of the other 
contractual arrangements that give rise to mortality gains or losses, 
such as, annuities, some pension plans and income insurance plans, we 
have recommended that such a gain or loss should immediately be included 
in the comprehensive tax base. However, we do not recommend the im- 
mediate inclusion of mortality gains and losses from life insurance, 


other than from group life insurance, unless their inclusion would be 
essential to an administratively feasible system of taxing the other 


income elements of life insurance. The exclusion of mortality gains 
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and losses would omit life insurance proceeds from income and disallow 
the deduction of premium payments 30/. We recommend that the inclusion 
of mortality gains and losses in the tax base should be postponed, be- 
cause our other recommendations involve a substantial change in the tax 
treatment of life insurance and we would prefer that the impact of in- 
cluding mortality gains and losses in the computation br tneons should 


not arise at the same time. 


The taxation of policy dividends would pose few administrative diffi- 
culties because the amount of such dividends is already reported annually to 
policyholders. As in the case of the patronage dividends of co-operatives, we 
recommend that the full amount of policy dividends should be included in in- 
come because of the futility of attempting to designate a reasonable amount 
that could be considered to be a return of premium. Although such an arbitrary 
procedure may appear inequitable when mortality gains and losses are excluded 
from income, the eventual taxation of the excess of policy proceeds over pre- 
miums paid would remove any possible inequity because the gross premiums 


would be taken into consideration when determining the final tax liability. 


In the case of the property income accrued as part of the policy reserves 
of the insurer, an allocation to individual policyholders would be a new 
procedure. However, the reporting of such income to policyholders should be 
relatively straightforward, particularly because well over one half of the 
holders of policies outstanding are already receiving notices concerning 
annual distributions, that is, the participating dividends. Also the deter- 
mination of the amount of the allocation should not be unduly complex because 
the insurer must maintain, as a necessary basis for his statutory valuations, 
detailed records of the reserves held under each kind of policy. Because it 
is the investment income credited each year to the policy reserves for tax 
purposes that is deducted in computing the taxable income of the insurer and 
is accumulated for the benefit of the policyholder, it is this amount that 
should be allocated annually to the policyholders. Any amount that the in- 
surer does not allocate should be subject to a substantial withholding tax, 

a tax that should subsequently be refunded to the insurer when the appli- 


cable investment income has been allocated to a policyholder. Although the 
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allocation would not provide the policyholder with cash from which to meet 
this tax liability, we do not feel that the liquidity problem would be 
particularly serious, because the amounts involved each year would usually 
be relatively small in comparison with the other income.of the policyholder. 
In any event, the policyholder who was concerned with liquidity could qualify 
his policy as a Registered Retirement Income Plan and thereby defer payment 


of tax until he received the policy proceeds. 


A major advantage of the recommended Ailcba ten is that the policyholder 
would pay the full tax liability and the cash flow of the insurer would 
therefore not be reduced. Thus,the insurer could continue to provide for 
its contractual liabilities in the same manner as at present. This effect, 
when combined with the initial exemption for mortality gains and losses, 
means that the initial proposal could be implemented with very few tran- 
sitional provisions. For example, there would be no need to value the 


policies outstanding as at the effective date. 


However, we suggest one exception to the general requirement that 
investment income be allocated. There are some kinds of policies, which 
would be specifically defined and would include most term insurance, that 
have relatively small reserves and thus Little investment income. In such 
cases a detailed allocation would not appear to be warranted and the appli- 
cation of a substantial withholding tax would not be reasonable. We there- 
fore recommend that the insurer should be permitted, at his option, to pay 
a flat-rate tax of, say, 20 per cent on the investment income credited to 
the reserves held for such policies. This tax would be in lieu orang 
personal income tax on such investment income, so that allocation to policy- 
holders would not be required. Although the application of progressive rates 


of tax would be forgone, the saving element is small and the inequity would 


be minor, while the reduction in administrative complexity would be 


significant. 
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The recommendations we have made in this chapter are stated in general 
terms. It would be necessary for the tax authorities to work out, in asso- 
ciation with representatives of the life insurers and the Department of 
Insurance, the detailed regulations that would apply. Although we believe 
that the detailed procedures for implementing our proposal for the allocation 
of investment income to policyholders can be developed with the co-operation 
of these three groups, it is possible that such an approach would place too 
great an administrative burden on the insurer. We have therefore set out, 
in Appendix C to this Volume, two alternatives that should be considered if 
our primary proposal for the allocation of investment income proves un- 
acceptable. As we have mentioned, one of these alternatives involves the 
immediate inclusion in the computation of income of mortality gains and 
losses realized through life insurance, a proposal that we would endorse if 


it was a necessary part of the taxation of accrued property income. 
CONCLUSIONS AND RECOMMENDATIONS 


REGISTERED RETIREMENT INCOME PLANS 


le The Canada Pension Plan and alternative provincial pension plans with 
equivalent provisions should be deemed to be Registered Retirement 
Income Plans so that contributions would continue to be deductible, 
earnings of the fund would continue to be exempt from tax, and benefits 


would continue to be taxed in full. 


2. The extent to which contributions to other Registered Retirement Income 
Plans (to include pension plans, retirement savings plans, profit 
sharing plans and life insurance) are deductible from income should be 
based upon benefits. There should be only one set of requirements 
applicable equally to all registered plans, with no distinction by kind 
of saving plan. There should be no annual limit on deductions, but 
contributions by both employer and employee should be deductible from 
income only as long as the retirement benefits to the taxpayer from 


Plans other than the Canada Pension Plan (or an alternative provincial 
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pension plan with equivalent provisions), calculated on specified 
assumptions, does not exceed the equivalent of a single life annuity 

of $12,000 a year, payable at age 65 with a ten-year guarantee. A 
family unit which includes a married couple should be permitted to make 
additional contributions to an individual plan or to any second plan, 
subject to certain restrictions, to provide total retirement benefits 
equivalent to a joint and survivor life annuity of $12,000 per annum 
for the two spouses without a guaranteed period, commencing when the 
older spouse attained age 65. Benefits could be paid in the form of 
an individual annuity or a joint and survivor annuity commencing not 


later than ace 71 with or without a guaranteed term. 


In the case of existing plans that have accumulated assets in excess of 
those required to provide the maximum benefit, contributions and pro- 
perty smeeke should no longer be treated as income of a registered plan. 
Thus, such contributions would not be deductible and the property 
income would have to be included immediately in the income of the 
beneficiary. However, the "excess" assets accumulated to date should 
be permitted to remain in the plan and should not be brought into the 


income of the beneficiary until distributed. 


The trustee or administrator of a Registered Retirement Income Plan 
should continue as at present to be exempt from tax on the property 
income received. Dividends from Canadian companies received by the 
plan should qualify for a refund of the 50 per cent corporate income 


tax paid on the underlying earnings. 


Membership in a registered individual plan prior to retirement should 
be limited to Canadian residents or former Canadian residents who elect 


to continue to be taxed as such. Membership in a registered group plan 


should not be limited by residence. 


There should be a requirement that employer's contributions and property 
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income in excess of an amount required to provide the $12 ,000-a-year 
benefit mentioned above must be distributed or attributed to the benefi- 
ciary. This requirement should apply to all registered plans other than 
those referred to in 1 above, including those at present outstanding. 
Amounts so paid or attributed would be taxable in the hands of the 


beneficiary. 


All withdrawals and benefits received from registered plans should be 
taxable at full progressive rates. There should also be a special 

15 per cent tax on withdrawals prior to age 60 otherwise than on death. 
This tax should be refundable only to the extent that the withdrawal 


does not increase the income of the tax unit over $7,000 for the year. 


The present requirements for registration should be strengthened. 
Annual reporting to the tax authorities should be required, and every 
such plan should be under the supervision of a registered administrator. 
To maintain his registration, an administrator should have to comply 


with certain regulations. 


NON-REGISTERED PLANS 


9. 


10. 


Non-registered plans, including ordinary annuities, should be treated 

as conduits for the individual beneficiaries. Contributions by the 
beneficiaries should not be deductible. Any property income or employer 
contribution not attributed to an individual, and included in his income , 
should be subject to withholding tax at a rate close to the maximum 
individual rate of 50 per cent. Such plans which receive distributions 
from Canadian companies should be entitled to credit for the underlying 
corporate tax in the same manner as we recommend for other taxpayers. 


Any foreign plan would be treated as a non-registered plan. 


The cost basis of a non-registered plan would consist of all amounts 
contributed by the tax unit and all amounts attributed to that tax unit 


and included in its income. The difference between what was received 
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out of the plan and the cost basis would be a gain or loss that should 


be taken into account in computing income. 


INCOME INSURANCE PLANS 


dee 


All benefits received from income insurance plans (unemployment insurance, 
supplementary unemployment insurance, workmen's compensation, sickness 
and accident insurance and group life insurance) should be included in 
income. Contributions of employers and employees should be deductible 

in computing their income. To reduce the value of the tax deferment 
involved in this procedure, the total receipts (contributions and 
property income) of the plan for the year should be subjected to a small 
postponement fee or to a withholding tax. Government unemployment 
insurance and workmen's compensation plans should be exempt from this 


fee or tax. 


PENSION PAYMENTS TO NON-RESIDENTS 


a2. 


LIFE 


15. 


The income portion of pension payments made to non-residents should be 
subject to a withholding tax of at least 50 per cent. However, a non- 
resident should be entitled to elect to file a return as a Canadian 

resident, reporting his world income including the pension payment and 


claiming a credit for foreign tax on his income from foreign sources. 
INSURANCE 


Premiums paid (with the exception noted below) should not be deductible 
and the investment income attributable to the policyholder, that is, 
the investment income credited to the reserve held for his policy, 
should be allocated to him each year and included in his income for 
that year. Initially the proceeds of a Canadian life insurance policy 
received by the tax unit that made the premium payments should be 
excluded from its income. Policy proceeds received by other tax units 


are in effect gifts and should therefore be included in full in their 
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incomes. Policy dividends should be subject to a 15 per cent withholding 
tax, and should be included in full in the income of the policyholder. 

If a life insurance policy was registered as a Registered Retirement 
Income Plan, it should be treated in the same manner as other such 
plans. Mortality gains or losses from life insurance should eventually 


be included in income. 


I~ 
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79B applies not only to contracts for the purchase of an annuity, but 
also to arrangements whereby payments to a corporation in trust are to 
be made for the purpose of providing an annuity at a fixed maturity 


date. The same tax consequences follow as set out in the text. 
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interest in the plan, and direct investment mst not be made in the 
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distinguished from plans which, at least ostensibly, provide future 
payment for future services. Deferred compensation plans which con- 
template future services, such as consulting services by executives, 


are dealt with in Chapter 1. 


There is British judicial authority which suggests that such payments 
are deductible. See J. S. Hausman, "Non-statutory Deferred Compensation 


Plans", Canadian Tax Journal, Vol. XIII, 1965, p. 402. 
Section 11(1) (k). 
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such a plan are taxable. 
Section 6(1) (db). 


The mortality gain or loss is the difference between what each person 
having an interest in an annuity, pension plan, life insurance policy 
or similar form of contract receives and what he contributes directly 
(by contribution or premium) or indirectly (by reinvested property 
income), Whether this difference amounts to a gain or loss will depend 
upon whether (and when) the insured-against event occurs within the 


term of the plan or policy. 
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on the rate of individual saving is contained in Philip Cagan, 

Effects of Pension Plans on Aggregate siting Occasional Paper No. 95, 
New York: National Bureau of Economic Research, 1965. A less detailed 
analysis, but one concerned particularly with Canadian Registered 
Retirement Savings Plans, is contained in Robert N. Schoeplein, Taxpayer 
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This depends on the uses to which governments put the funds raised, 
and what would have happened to government revenues in the absence 


of the plan. 
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1964, Dominion Bureau of Statistics, Table C. 


Survey of Canadian Trusteed Pension Funds, 1953—a much smaller survey 
than that conducted in 1963. 


This figure is an estimate made of the average compounded annual before- 
tax rate of return (with dividends reinvested plus gains and less 
losses) of all common stocks listed on the New York Stock Exchange for 
the 35 years from 1926 through 1960, a period that included the 
Depression and World War II. L. Fisher and J.H. Lorie, "Rates of 
Return on Investments in Common Stocks", Journal of Business, Vol. XXXVII, 
1964, p. 9. Although the yield on Canadian equities has not necessarily 
been the same, the performance of the Canadian stock haicete hie not 


differed materially from the United States record. 


Where the pension rights accumulated to date were related to future 
income, the assumption would be that the taxpayer's income would con- 


tinue at current levels, unless there was evidence to the contrary. 


While we have suggested a limitation on withdrawals by reference to a 
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stated age, it might be considered desirable as an alternative to 
provide for withdrawals prior to this age, subject to suitable re- 
strictions which would permit the retirement income to be payable in 
monthly instalments from maturity which would be equal except to the 
extent necessary for integration with the Canada Pension Plan and old 


age security payments. 


Department of National Revenue, Statement of Principles and Rules 


Regarding Pension Plans, Ottawa: Queen's Printer, 1959. 


Canadian Life Insurance Association, Canadian Life Insurance Facts, 1964, 


Toronto: Canadian Life Insurance Association, 1964. 


The exclusion would be accomplished by specifically excluding from 
income the proceeds received from a Canadian life insurance policy on 
death, maturity and cancellation. In addition, the mortality gain or 
loss attributable to a policy that was qualified as a Registered 
Retirement Income Plan should be excluded from the income of the tax 
unit that paid the premiums. However, we are also recommending that 
the comprehensive tax base should include gifts and bequests received 
by a taxpayer. As the receipt of the proceeds of a life insurance 
policy by a tax unit other than the unit that paid the premiums (and 
me credited with the investment income) amounts to a gift, then the 
exclusion would have to be limited to the Canadian life insurance 
proceeds received by the same tax unit that paid the premiums and 


was credited with the investment income. 
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CHAPTER 17 
GIFTS, INCLUDING INHERITANCES 


In this chapter and elsewhere in this Report the term "gift" refers to 
any gratuitous receipt, whether or not it is a gift in the technical sense, 
unless the context requires another meaning. It includes a transfer for 
inadequate consideration to the extent of the inadequacy. It also includes 
a bequest or device or transmission under intestate succession laws. The 
term "donee" refers to the recipient of any such gift. "Donor" includes a 
deceased person who leaves property, and also a person who sells or trans- 


fers property for inadequate consideration. 


the allocation of taxes according to ability to pay requires the impo- 
sition of progressive rates of tax on a tax base that measures the change 
in the economic power of each individual and family. No one can doubt that 
gifts increase the economic power of those who receive them, for they either 
“save the pocket" or provide an asset that can be exchanged for consumer 
goods and services. We recommend that gifts from one tax unit to another 
should be brought into the comprehensive tax base of the recipient in the 
same way as wages, business income, dividends, interest, rents, property 
gains and windfall gains. As we have stressed, the source of a gain and 
the expectations and intentions of the recipient of a gain are completely 
irrelevant. Anything that increases an individual's or a family's capacity 
to command goods and services should be included in the tax base. However, 
in order to simplify administration, by reducing the need to value and 
account for many small gifts, we will propose that there should be certain 


annual exemptions, as well as a lifetime exemption, for gifts received. 


While this chapter is primarily concerned with gifts from the point of 
view of the recipient, we want to emphasize that the inclusion of gifts in 
the tax base of the donee world not mean that gifts should be deducted from 
the tax base of the donor. The only deductions we recommend are expenses 


which are reasonably related to the earning of income, and certain special 
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types of deductions such as charitable donations within specified limits. 
Inter vivos gifts are a voluntary exercise of the donor's economic power. 
They are personal expenditures that should be treated in exactly the same 
way as personal consumption expenditures. Neither inter vivos gifts nor 
testamentary gifts are related to the earning of the donor's income. Indeed, 
as we have said in Chapter 15, a gift from one tax unit to another is a 
disposition of property and the gain, if any, calculated on the basis of 

the fair market value, should be brought into the tax base of the donor. 


In other words, gifts should be made only from tax-paid income. 


To prescribe that gifts must be made from the tax-paid income of the 
donor and that they are income to the donee does not in our opinion involve 
"aouble taxation”. We simply recommend that all income be taxed once to 
each unit that received it. No one thinks that the taxation of a worker's 
wages and the taxation of a merchant's profit derived from selling goods 
and services to the worker is “double taxation". The merchant must include 
the price of the goods or services in his income, while the worker cannot 
deduct that amount, because it is a personal or living expense. Our approach 


to gifts is basically the same. 


We have taken the position in this Report that consumption and savings 
should be taxed on the same basis. This means that changes in the taxpayer's 
capacity to command goods and services for personal use should be taxed, and 
not only the command actually exercised. On the basis of this test, the 
donee should be deemed to have received a gift when he has received the 
right to it rather than when he exercised the right. Any other approach 
would make it possible to arrange gifts in such a way as to achieve an 
unwarranted deferment of tax. As we have said, postponed taxes are less 
onerous taxes and are unfair taxes because the ability to postpone is not 


available to everyone to the same extent. 


The family unit concept that we recommend in Chapter 10 has important 


implications for the taxation of gifts. The recommendations set forth in 
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this chapter are predicated on the adoption of the family unit concept. 

Under that concept, transfers of wealth within a family unit would not be 
subject to tax, just as a transfer of cash from one pocket to another is 
outside the scope of the present system. Only transfers of wealth between 
tax units would have tax consequences. By recommending that spouses and 
their dependants should form a family unit for tax purposes, and by stipu- 
lating that it should continue until the death of the last surviving spouse 
or until all children have lost their dependant status, whichever comes later, 
the tax system we recommend would probably exempt from tax a large proportion 
of all gifts. Professor Carl Shoup, in his study of death and gift taxation 
in the United States, has estimated that well over one half of all transfers 
are among persons who fall within our definition of the family unit ai While 
comparable data are not available for Canada, we expect that a similar 


proportion prevails here. 


In Chapter 10, we explain why we recommend that transfers between 
spouses and between parents and dependent children should not have tax 
consequences. It is our view that the property is accumulated by a family 
as a result of joint decisions and a common effort of both husband and wife, 
either in earning or in refraining from spending. Accordingly, it should 
be possible to transfer property freely and without tax consequences within 
the family unit. Children should be included in this unit during the period 
when they are the financial responsibility of the parents and unable to 
support themselves. In some circumstances the income of children increases 
the economic power of families; and when this occurs the income of dependants 
should be aggregated with the income of the family. We believe it would be 
neither desirable nor feasible to differentiate between the expenses of 
parents that are legal or social obligations, and expenses that are essentially 
gifts from parents to their children. For these and for other reasons re- 
lating to the need to aggregate family income, we believe that the consumption 
of dependants should be treated as family consumption; and the money saved by 
children, unless kept outside the family unit through the deposit system we 


suggest, should be treated as family saving. 
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There comes a point in the life of most children when they both want 
and need independence. They are capable of making their own way. Because 
this point is difficult to define, we have apeciried a number of conditions 
and have provided certain options to accommodate the diverse circumstances 
that exist. It is our approach that prior to reaching this point in their 
lives children have no ability to pay taxes except as members of a family 
unit. But having become independent, they immediately acquire an ability 
to pay taxes. As in the case of other individuals and families, their ability 
to pay depends on what property they receive in the form of gifts, on what 
they earn, and on their own obligations and responsibilities. Accordingly, 
we propose that when a child leaves a family unit, he, or his new family unit 
if he has married, should include in income the market value of all property 
taken from the original unit. This would be subject to the lifetime exemption 
for gifts to each individual in the amount of $5,000 that we recommend later in 
this chapter. The smaller annual exemptions which we propose should also apply, 
and the averaging provisions which we discuss in Chapter 13 should be availa- 


ble with respect to this income. 


When a new tax unit is established, its biggest asset will often be the 
health, strength and knowledge of the new taxpayer; but because we do not 
propose to tax human capital, this is not taxable to the new tax unit. Apart 
from the administrative exemptions referred to above, this would be the only 
net gain of the new tax unit that should not be subject to tax. All of the 
money and other property brought into the new tax unit should be taxable to 
that unit as income. This applies to property taken from the child's origi- 
nal family unit on termination of his dependant status and anything subse- 
quently received from the original unit, as well as incom subsequently 


earned by the child or other members of his new unit. 


Some children will have greater material advantages than others because 
their families are more affluent. The proposed system ensures that well-to- 
do parents who support their children lavishly can do so only by spending 


income taxed to the family at progressive rates. Some children will receive 
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substantial gifts from their parents either before or after losing their 
dependant status. The proposed system would not eliminate this advantage; 
but it would ensure that these gifts were taxed to the newly independent 


individual at the same rates as other gains. 


In summary then, our approach to the taxation of gifts neers 
would have two major effects. First, it would completely remove the tax 
burden from gifts and bequests flowing from the taxpayer to his spouse and 
dependent children. Second, our proposals would in general increase the tax 
burden on other gifts and bequests that exceed the exemption level. Thus, a 
widow would be free of tax on transfers from a deceased spouse,while large 
transfers between generations would usually be subject to substantially 
higher tax, although not higher than the recipient would pay on any other 


kind of income. 
THE PRESENT SYSTEM 


Under the present tax system gifts are not included in the income of 
the recipient. Taxes are imposed on gifts, but the provisions for taxing 
inter vivos gifts are quite different from and independent of those which 


tax gifts of property passing on death. 
Inter Vivos Gifts 


Part IV of the Income Tax Act imposes gift tax on donors of inter vivos 
gifts made by individuals and personal corporations. The aggregate taxable 
value of gifts made by a donor is calculated annually. After excluding 
gifts which are exempt under the provisions referred to below, the remaining 
gifts are reduced by a deduction equal to $4,000 or one half of the difference 
between the donor's taxable income and the tax thereon for the preceding year, 
whichever is greater. The resulting aggregate taxable value is subject to 
tax at a Plat rate which varies from 10 per cent, where the aggregate taxable 
value does not exceed $5,000, to 28 per cent, where that value exceeds $1,000,000. 


The donor is primarily liable for the tax, but if he fails to pay, the donee is 
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jointly and severally liable with him. Gifts out of a community of property 


are considered to be given partly by each spouse. 


The term "gift" is not given a broad meaning in Part IV of the Act ye 
However, a general tax avoidance section provides that where one person 
confers a benefit on another the payment may, depending on the circumstances, 
be deemed to be a disposition by way of gift ale This provision might apply 
sn the case of a transfer for inadequate consideration, or any other transaction 
or series of transactions which results in a measurable benefit being conferred 


directly or indirectly. 


Part IV of the Act specifically exempts gifts taking effect on the death 
of the donor, because these will be subject to estate tax. It recognizes the 
idea of the family unit to some extent by providing a once-in-a-Lifetime 
exemption of $10,000 for a gift of real property (a) to a spouse, if the 
property is to be used as a place of residence by the parties, or (b) toa 
child, if the property is to be used in farming operations. Gifts to certain 
charities are exempt, as are gifts to the federal government or provincial or 
mmicipal governments. Where the value of all gifts to one donee in a year 
does not exceed $1,000, such gifts are exempt, presumably for administrative 


reasons, and are not included in computing aggregate taxable value. 


The gift tax provisions were originally introduced in 1935. The present 
rate structure has been in force since 1942. Since the introduction of the 
present Income Tax Act in 1948, the only significant change has been the 


introduction in 1958 of the once-in-a-lifetime exemption of $10,000. 
Property Passing on Death 


Where property passes on the death of an individual, it is not subject 
to gift tax but it may be subject to estate tax under the Estate Tax Act. 
This tax is imposed in two situations. Where the deceased was domiciled in 
Canada at the time of his death, all property passing on his death is taken 


into account in computing the aggregate taxable value which is taxed at 
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progressive rates. Where the deceased was domiciled outside Canada at the 
time of his death, his property then situated in Canada which passes on his 
death is taxable at a flat rate of 15 per cent, although this is reduced 


where provincial duty has been paid on the property. 


In the case of a person domiciled in Canada the property passing on 
death is valued and reduced by the debts. The resulting aggregate net value 
is reduced by a standard deduction of $60,000 if he had a dependent spouse 
and $40,000 otherwise, and by deductions of $10,000 or $15,000 for each 
dependent child. It is also reduced by certain gifts to charities. The 
resulting aggregate taxable value is subject to tax at progressive rates 
which start at 10 per cent and reach 54 per cent on amounts in excess of 
$2,000,000. If the deceased was domiciled in a province which imposes 
succession duties (Quebec, Ontario or British Columbia), or has left property 
situated in such a province, a provincial tax credit is allowed. In the 
cases of wuebec and Ontario this credit is equal to one half of the applicable 
estate tax, while in the case of British Columbia it is equal to three quarters 
of the estate tax. If any of the property was situated in a foreign country 
and was subject to foreign estate taxes or succession duties, a foreign tax 
credit may be claimed to the extent of the estate tax applicable to the proper- 
ty. The executor of the estate is primarily liable for the tax on property 
under his control, Each successor is also liable for the estate tax applicable 


to property which passes to him. 


The Estate Tax Act contains numerous specific provisions as to what 
amounts are to be taken into account in determining the value of property 
passing on death. Many of these are based on similar provisions in the 
United Kingdom legislation. For example, property disposed of by the de- 
ceased during his lifetime may be included if he has reserved a benefit or 
other interest. <A gift or transfer for partial consideration which is made 
within three years prior to death is also included. However, if gift tax 
has been paid on the disposition, this will be allowed as a credit against 
estate tax thereon. If the gift tax exceeds the estate tax on the dispo- 


Sition, the excess is refundable to the person who has paid the gift tax. 
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Interests in annuities, trusts or other property which arise on death are 
included if provided by the deceased alone or by arrangement with others. 
Pensions, death benefits, and payments from a former employer of the 
deceased in recognition of his services are also taken into account. Life 
insurance is included if owned by the deceased and in some circumstances if 
owned by a corporation he controlled. However, life insurance is not in- 
cluded, unless under the gift provisions, if owned by 4 spouse or child of 
the deceased or by a trust created in his lifetime for their benefit. The 


interest of a spouse in a community of property is not taken into account. 


The Estate Tax Act came into effect on January 1, 1959. At that time 
it replaced the Dominion Succession Duty Act which had been in force since 
1941. The rates of tax imposed under the Latter Act, unlike those under the 
present Act, depended in part on the value of the amounts passing to each 


successor. 
Appraisal of Present System 


Having regard to our concept of the comprehensive tax base, we find 
the present system illogical, inequitable, and inadequate for a number of 


reasons . 


The gift tax and the estate tax are not integrated, except to the extent 
necessary to grant relief from the imposition of both taxes on the same 
gift. The calculation of the taxable amount and the rate structure of one 
bear no resemblance to those of the other. For example, the gift tax is not 
included in the gift tax base, while the estate tax is payable out of the 
amount on which it is calculated. Likewise, neither of them is integrated 
to any significant extent with the income tax. The Estate Tax Act specifi- 
cally provides 4/ that in determining the value of any property no allowance 
or deduction shall be made on account of income tax 5/. However, despite 
certain provisions which deal with specific anomalies, the income tax, the 
gift tax, and the estate tax each operates on its own. They are not based 


on any common rationale. We think that because they all deal with accretions 
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to wealth and acquisitions of economic power by individuals, their subject 
matters should all be dealt with in a consistent way through one integrated 


system of taxation. 


The gift tax is largely ineffective, except to inhibit the making of 
very large gifts which might otherwise be made in order to Ae the impact 
of the estate tax and provincial succession duties. In addition to the once- 
in-a-lifetime exemption, the gift tax is subject to fairly substantial annual 
exemptions. Because the amount of the principal annual exemption depends 
upon the taxable income of the donor for the preceding year, those with the 
greatest means can make the largest donations without incurring gift tax. 

In these circumstances most taxpayers keep their gifts within the exemptions 
and seldom is gift tax paid 6/. Because the exemptions are available each 
year, a taxpayer can arrange through a programme of gifts extending over 


several years to make very substantial gifts without incurring gift tax. 


It is our considered opinion that an equitable and effective tax system 
can only be achieved by abolishing the estate tax and the gift tax, and by 
treating gifts as income of the recipients. In this way the tax liability 
of each person will be determined by his ability to pay and all receipts will 
be taxed in a neutral and equitable manner. Our proposals for doing this are 


outlined below. 


The witnesses before us generally recommended the abolition of estate 
taxes, supporting the recommendation by referring to its relatively low yield, 
or they asked for an extended time period to realize on assets, and alternative 
dates of valuation. The comprehensive tax base we recommend in this Report 
makes it clear that we find no difference between capacity to pay taxes re- 
sulting from different forms of economic gain; gifts and legacies under our 
concept are equally as taxable as recurring income, such as wages and salaries. 
We believe that our recommendations as to averaging of income, alternative 
dates for valuation, and deferred payment of taxes, together with a reduced 


top marginal rate of personal tax, provides as equitable a system of taxation 
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of estates as can be achieved. In addition, our proposals for the family 
unit will relieve the widow of having to pay any tax at all on the trans- 
fer of property from her husband, a result that should end concern as to 


the impact of estate taxes upon the surviving members of the family unit. 


The argument that the revenue derived from the taxation of gifts and 
bequests is insignificant warrants specific comment. Certainly the federal 
collections in 1964 of just under $150 million (before provincial tax 
credits and abatements) are not substantial when compared to the total 
revenues of the federal government. Hoverer in assessing materiality 
of revenue it is probably more significant to examine what the alter- 
native sources of the revenue would be. If personal income taxes were 
to be increased by a flat percentage amount sufficient to raise the 
equivalent amount of revenue that is now raised from the gift and estate 
taxes, individual income taxes would have been increased in 1964 by over 
5 per cent. However, it is more likely that it would not be considered 
reasonable to offset the loss of estate and gift tax revenue by tax 
increases bearing on the lower income groups. If, as a consequence, 
the tax increase applied only to persons with income over $5,000, the 
personal taxes of such persons would have to be increased on average 
by about 7 per cent and the upper income groups would face tax increases 
of over 10 per cent. Tax increases of this magnitude are obviously 
not immaterial, and we do not believe that most Canadians would find 
them to be an acceptable alternative to the present estate and gift 


taxes. 


In appraising the present system, it is also useful to compare 
the level of estate taxes in Canada to those applicable in the United 
Kingdom and the United States. Table 17-1 indicates, for estates of 
certain sizes, what the tax impact is in each jurisdiction. The figures 
for Canada and the United States are to some extent understated, as 


non-creditable provincial and state taxes are not taken into consideration. 
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It is evident that the present level of estate tax in Canada is sub- 
stantially less than that applicable in the United Kingdom, but, except 
for very large estates, is greater than that applicable in the United States. 
In particular, the United States tax is substantially lower on that portion 


of the estate passing to the widow. 


Effect of Estate Tax on 
Sales of Businesses 


Many witnesses before the Commission made reference to the impact of 
estate taxes on the sale of private businesses, particularly sales to non- 
residents l/s In questioning these witnesses, we examined their statements 
carefully to appraise the seriousness of the charge and to determine whether 
or not such sales appeared to have unfavourable economic consequences. Most 
witnesses very quickly stated that taxation would not, by itself, direct 
business assets to non-resident purchasers, but would cause them to be placed 
on the market and because of circumstances apart from taxation they might be 
purchased by non-residents. Some witnesses undertook to conduct further 
enquiry into this matter and to furnish us, on a confidential basis, with 
any facts adduced concerning the enforced sale of family businesses. Al- 
though some material was, as a result, supplied to the Commission, it did 
not lead to any clear conclusions. We made enquiries into the more 
conspicuous incidents which have appeared in the press. In none of these 
cases did the impact of estate taxes seem to have even a minor influence 


in favour of sale. 


Despite our inability to find support for this alleged unfortunate 
incidence of estate taxes, it appears reasonable to conclude that taxation 
imposed on the value of a business will in some instances influence the 
owner to sell part, or all, of the business. It is highly unlikely that 
sales of businesses will result from one motive only, and if estate tax is 
a contributing factor its impact will vary in each instance. However, as- 
suming the extreme position where a business is sold only to meet taxes, the 
result of the sale may in economic terms be good or bad depending on whether 


or not it advances the future prospects of the company. There is little 
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evidence to support the position that businesses tend to prosper to a 


greater extent because they remain in the same family. 


It is not the purpose of the tax system to cause businesses to be sold 
or to protect them from sale. Taxation should be levied in the most neutral 
manner possible. However, this does not mean that if a taxpayer elects to 
place his resources in such a way that they are not readily realizable, he 
should secure a tax preference over other taxpayers with liquid assets. The 
tax system should, of course, provide for an orderly realization subject to 
the securing of debts to the Crown and the payment of appropriate interest. 
As long as tax can be readily computed there seems little excuse for the 
failure by taxpayers to make provision for such taxes as will apply to their 


estates. 
THE PROPOSED SYSTEM 
Proposal in Outline 


Under the concept of a comprehensive tax base and a tax determined by 
ability to pay, the present gift taxes and estate taxes would be eliminated 
and gifts received from another tax unit would form part of the income of the 
tax unit receiving them. Gifts are by definition transfers of value for 
which no (or inadequate) payment or consideration is given. They include 
gifts made between living persons, that is, gifts inter vivos, and the 
passing of property on the death of the donor, that is, testamentary gifts 


or inheritances, 


We also propose that where property has been given, either on death or 
during the lifetime of the donor, this should in general amount to a disposal 
of the property by the donor at its fair market value. Thus, any acerued 
property gain would be realized and would become taxable to the donor. 
However, a transfer to a member of the donor's family unit should be speci- 
fically excluded from being a disposition for tax purposes. This treatment 
would ensure that property gains, whether realized or unrealized, would 


be taxed not later than the date on which the family unit was terminated. 
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It will also prevent the inequity that would arise if one person could give 
away property to a person who was not a member of his tax unit on which full 
tax had not been paid, because of an accrued gain, while another could only 


give away after-tax income 8/. This subject is discussed in Chapter eee 


One of the important features of our proposals is that property accumu- 
lated in a family unit should be freely transferable within that unit. In 
this way the estate which had been puilt up by a family unit could be used 
without restriction to support members of the family unit as long as it 
existed. This treatment would be applicable whether the transfer was made 
during the lifetime of the donor or on his death. However, a dependent child 
withdrawing from a unit would be required to include in his income, subject 
to a $5,000 lifetime exemption, the market value of property taken from the 
unit. This would be necessary so that if a dependent child received gifts 
from his parents in excess of that needed for consumption, the excess would 
be treated in the same way as gifts received by him after he has ceased to be 


a dependant. This proposal is dealt with in more detail in Chapter 10. 


One of the main reasons why people build up estates is to protect their 
families. The popularity of life insurance attests to this. The desirability 
of giving further relief to dependants of deceased heads of households was 
stressed constantly in briefs presented to the Commission. We agree with 


this objective and meet it with our recommendation concerning the family unit. 


We also propose that each person should be entitled to certain exemp- 
tions, mainly for the sake of administrative simplicity. These would include 
the lifetime exemption of $5,000 for gifts received. In addition, we suggest 
annual exemptions of $250 for a person filing as a single individual, $250 
for each spouse in a family unit, and $100 for each child in a family unit. 
Because of these exemptions it would be expected that most people will never 


pay any tax on gifts. 


In many cases gifts will not be made directly to the donee but will be 


transferred so as to be held in trust. This may be either an inter vivos 


trust or a trust arising on death under the terms of a will. We do not 


regard a trust as a donee but rather as an intermediary. If the beneficiary 
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of all the income from a trust or the prospective beneficiary of the corpus 
of the trust were a member of the family unit of the donor, the trust would 
receive the gift free of tax as if the gift had been made directly to the 
beneficiary. In other cases the trust would be subject to an initial tax 
on the gift in order to prevent avoidance or deferment of the tax. When 
the beneficiary eventually received the trust property he would include it 
in his income on a grossed-up basis and would receive credit for the initial 
tax paid by the trust. This proposal is discussed in detail in Chapter 21. 
Gifts That Should be Included in 
the Comprehensive Tax Base 

We recommend that all property received from another tax unit by way 
of gift should be included in the tax base of the recipient. For this 
purpose the term "gift" should have an extended meaning and should include 


the Pollowing: 


l. Gifts inter vivos. 

ee Transfers of property for inadequate consideration, unless the transfer 
price was reached as a result of bona fide arm's length bargaining. 

3. An extinguishment of debt, including non-enforcement by reason of 
limitation provisions, or the creation of an “artificial” debt, that 
is, where the parties were not dealing at arm's length and satis- 
factory terms of repayment had not been arranged 9/. 

k, Successions to property under intestate succession laws. 

5- Succession under a will. 

6. Receipt of property pursuant to laws for the relief of dependants. 

7. Property accruing to the taxpayer by survivorship. 

8. Receipt of a power of encroachment or a power of appointment which 
would permit the property to be used by or appointed to the taxpayer 
for his own use during his lifetime. 

9. Receipt of property as a result of the exercise of a power of appoint- 


ment. 
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Inter Vivos Gifts 


When property is received by way of gift, edie that the recipient 
obtains the property free and does not pay or give anything of economic 
value in return for the property. There are other legal conditions of making 
an effective gift. The gift must be accepted, and in the case of chattels 
delivery must be made. Gifts may also be made by written instrument under 
seal. In this respect we recommend that there should be no special defi- 
nition of gift, so that the meaning of a completed gift would continue to be 


that declared by the courts from time to time. 


In order that there be a gift there mist be a donor. Consequently some 
pure windfall gains, such as found money or property or gambling gains, 
would not come within the definition but would be included in the tax base 
as windfalls. Gambling gains and losses are discussed in Chapter 18. The 
value of property received without consideration would therefore be included 


in the tax base regardless of how the property was obtained. 
Transfers For Inadequate Consideration 


Pure gifts create no special problems, put it is easy to disguise a 
gift as a sale or other transfer where some payment or consideration is 
given in return. To take an extreme example, @ father might "sell" his 
new car worth $4,000 to his son (over 21) for $1. Legally this is a sale, 
but for the purposes of taxation it is the equivalent of a gift of $3,999. 

It is easy to see the principle in an extreme example but it is not so easy 
to apply it in practice. Under the Estate Tax Act and the provincial 
succession duty acts such cases are treated as gifts or dispositions for 
"inadequate consideration", and the difference between the value transferred 
and the value received is taxed as a gift if made within the dutiable period. 


The benefit may also be subject to gift tax under the Income Tax Act 10/. 


The present inadequate consideration provisions in the Estate Tax Act 


are broad enough to include the case in which a stranger buys property at a 
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bargain price within 3 years of the seller's death 11/. Where bargaining 
has been at arm's length, such sales are not the equivalent of gifts and 

we understand that in practice assessments are not made. However, we do not 
think that a gift should escape tax by payment of a nominal consideration 
merely because the donor and donee are not related. We recommend that gifts 
should be defined to include all transfers for inadequate consideration, 
unless it can be established that the transfer price was reached as a result 


of bona fide bargaining at arm's length. 


There would be some circumstances in which a transfer for inadequate 
consideration should not be treated as a gift. A transfer of property on 
the incorporation of a proprietorship, or on a corporate reorganization, 
may take place at other than market value. ‘This is dealt with in Chapter 
15 where we recommend that in some circumstances these transfers be deemed 


not to be realizations and therefore not gifts. 
Powers of Appointment and Encroachment 


In some cases an individual is given a power under a will or trust 
instrument to encroach on property for his own benefit or to appoint the 
property to himself or others. The power of appointment may be exercisable 
either during his lifetime by deed or on his death by will, and it may be 
either special or general. A general power is exercisable in favour of any 
person without restriction, while a special power can be exercised only in 
favour of one or more members of a limited group or class of possible bene- 


ficiaries. 


Where the terms of a power are such that the person having the power 
can appoint the property to himself or otherwise acquire it for his own 
benefit during his lifetime, the property is at his disposal. In these 
circumstances, the property should be included in his tax base when the 
power becomes exercisable as if it had been given to him outright. However, 
we recommend that if he renounced the power within a period of 9 days after 


he became aware of it or after it became exercisable, whichever was later, 
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the property which was subject to the power should not be included in his 
tax base. This would be consistent with the legal position in relation to 
ordinary gifts, that a gift is not complete unless accepted by the intended 


donee. 


There are various types of power that we recommend should not result in 
the subject property being included in the tax base of the person having the 
power. These are cases in which that person is not entitled to use the 
property himself, but is instead in a position similar to that of a trustee 
with discretionary powers. For example, if a person had a power of en- 
croachment which could not be exercised without the concurrence of some other 
person, the property would not be at his disposal and should not be included 
in his tax base unless or until the power is axpeedd sbal If a power of ap- 
pointment, whether general or special, were subject to a restriction which 
prevented an appointment in favour of the person having the power, the 
property would not be available for his personal use and should not be 
included in his income. If a general power of appointment is exercisable 
only by will, it would not be possible for the grantee of the power to 
exercise it in his own favour during his lifetime, and accordingly it should 
not be included in his tax base. It is our view that the legislation should 
not distinguish specifically between general and special powers of appointment, 
but should provide in a general rule that if a person is granted a power 
which he did not renounce within a stipulated period and under which he would 
be entitled on the exercise of the power to acquire property for his own use, 


the property would be regarded as having been given to him. 


Property transferred to a beneficiary on the exercise of a power of 
appointment should be included in the peneficiary's tax base as a gift. This 
should be the case whether or not the property has been included in the tax 
base of the appointer under the rule outlined above. If it had been included 
in his tax base because it was available to him for his own use, his position 
would be similar to that of a person who had actually received property by 


way of gift and then had given it to another. 
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Conditional Gifts 


A further problem arises where, although there is no direct consideration 
for a transfer of property, it is conditional on the transferee's doing some 
collateral act. For example, a father might transfer to his adult son a farm 
having a fair market value of $15,000, on condition that the son pay $10,000 
to his sister, who is also adult and thus outside the family unit. If parties 
to such a transaction had been dealing at arm's length, the transferee of the 
farm would pay no tax if he could establish a bona fide transaction. The 
sister would pay tax on the $10 ,000 she received. Because the father and son 
would not be dealing at arm's length, the son should be taxed on $5,000, the 
difference between the consideration given and the fair market value of the 
property. In other words, the cost to the transferee of complying with the 


condition should be treated as an expense of acquiring the gift. 


An essentially similar case arises where the condition for receipt of a 
gift is the payment by the donee of an annuity to another person. The courts 
have decided these cases on the basis of whether the annuity was charged on 
or directly connected with the transfer of the property. We recommend that 
conditional gifts should be recognized as such where their conditional nature 
is clear, whether or not there is a legal charge on the property, and that 


only the net proceeds be taxed to the donee, 
Meaning of "Property" 


We have concluded that the acquisition of anything which adds to a 
person's economic power should be included in his tax base. This means that 
the concept of "property" should be all-inclusive. Definitions similar to 
those now in the Income Tax Act and the Estate Tax Act would appear to be 
Satisfactory. For example, the Estate Tax Act provides that 

"'property' means property of every description whatever, whether 

real or personal, movable or immovable, or corporeal or incorporeal, 

and without restricting the generality of the foregoing, includes 


any estate or interest in any such property, a right of any kind 
whatever and a chose in action;..,." 12/ 
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The definition of property includes partial interests in property. A 
common division of interests is to give one person an interest in the income 
of a fund, for example, an interest during his lifetime, and another person 
an interest in the capital on the death of the first person. The ability to 
divide property into lesser interests causes some difficult problems. We 
propose that where property had been given in trust it should only be required 
to be included in the tax base of a beneficiary when he becomes entitled to 
receive it or other property from the trust. In order to prevent avoidance or 
deferment of tax, the trust should be subject to an initial tax for which the 
beneficiary would receive credit. The treatment of trusts is discussed in 
Chapter 21. Where a person received a gift of a property interaay which was 
not held in trust, such as an undivided interest in real estate, it would be 


included in his tax base immediately upon the interest vesting in him. 


Ordinarily, a person with the legal title to property is also the 
beneficial owner. However, property is sometimes conveyed to one person as 
nominee for another. Such a nominee may be a bare trustee or he may be 
holding the property to ensure fulfilment of a condition by the beneficial 
owner. In either case the beneficial ownership of the property rather than 
the legal title should be considered for tax purposes. A person who ac- 
quired the beneficial ownership of an interest in property by way of gift 
should include in his tax base the value of that interest. On the other 
hand, a person who acquired the legal title to property but no peneficial 
interest should not be subject to tax in his personal capacity. As already 
indicated, if he was a trustee he may be required to pay an initial tax out 


of the trust funds. 


If property is loaned to another, the right to use that property, for 
example, a car, is a valuable right. We recommend that such property should 
not be included in the tax base of the borrower, because it would not be 
owned by him, and he would be under an obligation to return it. However, 


if he had a legal right to use it without consideration, the rental value 
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of the property in each year should be treated as a gift to him. If he had 
a legal right to obtain services without consideration, the value of the 


services should likewise be treated as a gift. 


Similarly, if a trust or will permitted a beneficiary to use property 
without payment of a reasonable rent, the rental value should be included 
in his income. This is presently provided for by section 65 of the Income 


Tax Act, and we recommend that this or a similar provision be retained 13/. 
"Net" Property Received 


Because we are proposing that taxes be based on ability to pay, it 
follows necessarily that only the "net" value of property should be taxed. 
For example, if a father gave to a son land worth $20,000 which had an 
unpaid mortgage of $5,000, the taxable value of the property would be 


$15,000. 


When an individual dies, his estate may be liable for tax, either as 
a result of deemed realization of appreciated property at his death or 
otherwise. This tax liability would be deducted in arriving at the amount 
of gifts to his beneficiaries. Each of them would be taxed only on the 


net value actually received. 


This concept also means that reasonable costs of administration and 
any losses incurred in the course of administration would be excluded from 
the net receipt by a beneficiary. The expenses and losses in administration 
are not, strictly speaking, allowed as deductions to the donee. The amounts 
are never received and thus should not be taxable to him. There is a primary 
control on the reasonableness of expenses, because the expenses of executors 
and administrators are subject to review by the court on the audit of their 


accounts. 
Meaning of "Receipt" 


The term "receipt" assumes that there has been a transfer of title to 


or beneficial ownership of the property. Ordinarily, a gift is completed 


and received when there has been a complete transfer of legal title and 
possession to the donee. Possession by an agent, nominee or bare trustee 


for the donee would be the equivalent of possession by the donee. 


A prospective donee cannot renounce a gift after it has been completed. 
Completion of the gift requires acceptance by the donee, and in order to 
render the proposed gift ineffective the donee mist not accept it but should 
renounce the gift as soon as possible after he receives knowledge of it. We 
recommend that provision should be made that renunciation would not be ef- 
fective for the purposes of the taxing act unless made within, say, 90 days 


of the time when the prospective donee received knowledge of the gift. 


Where there was no legal transfer of property, but a property owner 
conferred on another person a right or benefit that was less than beneficial 
ownership of an interest in property, the other person should not be treated 
as a donee of the property, but should be regarded as having received a gift 
equal to the value of the benefit received. Similarly, if an individual 
took one or more steps which did not involve a transfer of property but re- 
sulted in his property becoming less valuable, while the property of 
another person increased in value, the individual would have conferred a 
benefit on the other person which should be included in the tax base of the 
latter. This would occur, for example, if a father owned shares of one class 
in a company while his son owned shares of another class and transactions 
were carried out which had the effect of decreasing the value of the father's 
shares and increasing the value of the son's shares. This type of transaction 
could be dealt with by a provision to the effect that, if as a result of one 
or more transactions one person conferred a benefit on another, he would be 
regarded as having made a payment to the other 14/, It should also be pro- 
vided that, if the value of any property owned by the person conferring the 
benefit was reduced by any such transaction or transactions, the cost basis 


of the property to him would be reduced by that amount. ‘ 
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Consideration should also be given to the situation which would arise 
where a donor transferred property to a donee, but reserved a right or 
benefit to himself. Understandahly, administrations in Canada, the United 
States and the United Kingdom have exercised considerable ingenuity in making 
these gifts subject to estate tax 15/. Typical examples of this would be 
the transfer of a farm with a reservation of the right to reside and be 
maintained thereon, a transfer of a business with an annuity reserved out 
of the profits, or a transfer of property in trust on terms which reserved 


a reversionary interest to the settlor 16/. 


The taxation of the family as a unit under our proposals would 
reduce the incentive for these arrangements, for there would be no tax on 
the transfer to a wife or dependent children and the income from property 
would be taxed in the family unit in any event. Nevertheless, there may 
remain an area where it would be to the donor's advantage to transfer 
rights of immediate enjoyment in the property to the donee, but retain a 
"string" by which he could recover the property or obtain a benefit from 
it. We have concluded that, in the light of our proposed system of taxing 
donees, the problems in this area could be satisfactorily dealt with (assuming 


the property is not held in trust) by the two following ruless 


2 Where a donee has received an immediate property interest which could 
be valued, it should be valued and tax paid on the transfer notwith- 
standing that the donor has retained a benefit. This would apply to 
interests in property for a term of years with a reversion to the 


donor, 


2. Where the interest retained by the donor takes effect only on the 
failure of the gift or where it is of uncertain value, the donee 
should be taxed on the full value of the property transferred. 
However, if the property was reacquired by the donor, the donee 
should be entitled to claim a property loss equal to the value of 


the property at the time it was so reacquired. 


The foregoing would apply only where the benefit or interest retained 
by the donor may benefit him or his estate. Where the donor retained a 
lesser power, such as a power to alter beneficiaries, accumulate incom, 
distribute income among named beneficiaries, or encroach on principal for 
the benefit of income beneficiaries, the principles set out in Chapter 21 


would apply. 
Tax-Paid Gifts 


Many wills now provide that certain gifts to individuals are to be tax 
free; that is, that taxes are to be paid out of the estate and thus are to 
be borne by someone else, such as the beneficiary of the residue of the 
estate. Under our proposals, the payment of tax out of one beneficiary's 
share on behalf of another beneficiary would increase the benefited person's 
taxable capacity to the extent of the amount so paid. It would thus be 
necessary to impute as additional income of a recipient taxes paid on his 
pehalf by the executors out of the estate. The amount of income to be 
imputed would depend on the tax payable, which in turn would depend on the 
original gift plus the amount of the tax which was imputed as an additional 
gift. This leads to a series of gifts of tax on tax. The sum of this 
series can be readily calculated by the use of a mathematical formula. This 
leads to complications when the result puts the beneficiary in a higher tax 
bracket, but the correct answer can be obtained by the application of an 
adjusted formula Lif. This is much simpler than the present method used by 
the Estate Tax Division of the Department of National Revenue, which has 
recently been upheld by the Supreme Court of Canada, 18/ and we recommend 


that such a formula should be used. 


Gifts to Corporations 


We propose that gifts to corporations should be taxable at full corpo- 
rate rates. There is no reason in principle to exempt ordinary corporations 
from the tax on gifts, and in practice the exemption of corporations might 


permit tax avoidance. Ifa gift toa corporation were tax free, the amounts 
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given could then be returned to shareholders by redemption of shares or in 
some other manner without tax liability. Thus, gifts could be made indi- 
rectly from one individual to another without immediate tax. For this reason 
we recommend that, in general, gifts should be taxable when received by corpo- 


rations. 


It is necessary to provide for certain exceptions to this general rule. 
For example, where an individual had been carrying on business as a proprietor 
he should be entitled to transfer the assets of the business to a corporation 
whose shares he owned at the book value rather than the fair market value. 
There may be other circumstances in which it would be desirable for the share- 
holders to make a capital contribution to a corporation. This might be 
accomplished by a transfer of funds or other property to the corporation 
without consideration or for a consideration less than the fair market value. 
It might also be accomplished, in effect, by a subscription for shares at 
more than their fair market value. However, exceptions to the general rule 
should be strictly limited so that they would not be open to abuse. Accord- 
ingly, we are prepared to recommend exclusion of gifts received by a corpo- 
ration only if they are made by a shareholder who had a 100 per cent interest 
in the corporation, or by all the shareholders pro rata in accordance with 
their shareholdings. This exception should apply only where the corporation 
had only one class of shares outstanding or where the shares of each class 
are held by the same shareholders in the same proportions at the time of 


the gift. This is discussed further in Chapter 15. 


Gifts in Instalments 


Gifts which are paid immediately present no major problems respecting 
the proper time of valuation or time of payment of tax. However, gifts which 
are paid in instalments over a period of time raise these problems, particu- 
larly the problem of whether the gifts should be taxed when the right to 
receive them arises at their present value or as they are received. We 


recommend the taxation of the present value of future enforceable rights 
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obtained by way of gift, but in Appendix F to this Volume, we outline 


an alternative method of taxing instalment gifts as received. 


A gift may be made in instalments in a variety of circumstances. Lt 
the donor retains the property and does not enter into a binding commitment 
with the donee to pay the future instalments, there will be a completed 
gift only as each instalment is paid. In this case the instalment would be 
valued and included in the tax base of the donee at the time of each trans- 


fer or payment. 


If the donor enters into a binding agreement under which he is committed 
to make future payments, the donee will have acquired valuable rights at the 
time of the agreement. The same will be true if the donor has made an 
arrangement under which some third party has become obligated to make future 


instalment payments to the donee, provided the donee is entitled to enforce 


payment. 


In either of the above cases it would seem reasonable that the total 
gift should be included in the donee's tax base at the time he acquired 
valuable rights. However, if there were some possibility of non-payment, 
and particularly if the donee could not collect, then the donee should be 
entitled to deduct a provision for risk of non-payment. It might also be 
provided that the donee would be entitled to pay the tax by instalments 
with interest, on the ground that the amount included in income was not 


liquid. 


If a gift were paid into a trust with provision for payments to a 
beneficiary in instalments over a period of time, the trustee would be 
subject to an initial tax on the value of the gift, and the beneficiary 
would include the instalment payments in his tax base as they were received. 
In computing his income the payments would be grossed-up to include the 
initial tax on the gift, and he would receive credit for the initial tax. 


This is discussed in Chapter el. 
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Annuities 


One widely used form of gift is the annuity 19/. A donor during his 
lifetime may purchase an annuity which is payable to another (the donee). 
Alternatively, he may direct his executors or trustees to pay an annual 
amount to a specified person after his death. In either case the annuity 
would normally be payable during the lifetime of the donee and the total 
amount to be paid to the donee would depend upon how long he lived. Where 
the annuity is purchased from an insurer, its cost, which may be regarded 
as its present value at the time of purchase, is based primarily upon the 


annuitant's expectation of life as determined from mortality tables 20/. 


Because an annuity has a present value, it is a form of property which 
can be bought and sold. This feature can be changed by a provision to the 
effect that it will be non-assignable and non-commtable. Such a provision 
will effectively prevent the beneficiary from realizing on its value in 


advance of the contractual times of payment. 


When an annuity is established a sum is normally paid or set aside to 
provide for its payment. This sum will eam interest while invested by the 
insurer or the trust providing the annuity. Each payment to the annuitant 
can be regarded as partly a return of the amount paid in and partly income 


from the investment of that sum. 


Where an annuity has been purchased under a Registered Retirement Income 
Plan the annuity payments should be included in the income of the recipient 
in full when received, because the contributions made to provide the annuity 
will have been deducted in computing the contributor's income when made. 
The treatment of such a plan is discussed in Chapter 16. That chapter also 
deals with the case in which an individual purchases an annuity for himself 
or a member of his family unit or both as joint annuitants under a non- 
registered plan, In this latter case the income element of the annuity would be 
subject to tax as it arises, and the capital element, representing a return 


of contributions which were non-deductible, would be tax free. 
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The subsequent discussion of annuities in this chapter will relate 
only to the case in which an annuity is provided by 4 donor for a donee 
who is not a member of his family unit. Such cases will probably be a 


small proportion of all annuities. 


Where the person who purchased or provided the annuity was not himself 
the annuitant or a member of the annuitant's family unit, the annuity would 
be a gift, the amount of which would be included in the donee's income and 
taxed, The principal question is at what time and at what rate should the 


tax be levied. 


Where an annuity was payable under the terms of a will on an inter 
vivos trust, it should be dealt with in a manner consistent with other 
payments out of trusts. Because of the complexities of trusts, the mechanics 
of taxing such annuities would be different than for contractual annuities, 


but in most cases the overall effect would be similar. 


The recommended procedure for taxing annuities payable under a will or 
trust is dealt with fully in Chapter 21, but the proposed treatment may 
usefully be summarized here. Such an annuity may be payable entirely out 
of trust income or partly out of income and partly out of corpus. Assuming 
that the beneficiary was not a member of the family unit of the donor, the 
trust would pay an initial tax on the gift of corpus when it was received. 
The trust would also pay an initial tax on trust income as it arose, In 
many cases the trustee would have the option of paying the initial tax at 
a rate which would be applicable if the beneficiary had received it. The 
beneficiary would then include in his tax base the full amount of each 
annuity payment as it was received, This would be grossed-up to include 
the initial tax paid by the trust on both the corpus and the income from 
which the distribution was made, and the beneficiary would receive credit 
for that initial tax, To the extent that the annuity was payable out of the 
current income of the trust, the beneficiary would be entitled Go wae that 
no initial tax be payable but that the income distributed be included in his 


income, 
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Where an annuity was purchased by one person for another from an 
insurer, there are two principal alternative methods of dealing with it in 
the proposed tax system, One would be to tax each annuity payment as it was 
received without distinguishing between the capital and income elements. The 
other, which we recommend, would be to include in the donee's tax base the 
amount required to purchase the annuity, and then to tax the interest or 
income element each year as it was accumulated by the insurer. There would 
then be no tax on the annuity payments unless and until they aggregated more 


than the amounts previously included in income. 


One of the principal considerations is to maintain neutrality among 
different kinds of gift and other types of income, For example, if a donor 
were to make a gift of cash with which the donee purchased an annuity, the 
value of the gift would be included in the donee's tax base immediately. The 
income element would then be subject to tax as it arose. However, if the 
donor had purchased an annuity for the donee, and if the annuity payments were 
included in the donee's income only when received, there would be a deferment 


of tax, Such a deferment should be prevented to the extent possible, 


On the other hand, if a donee were to receive a cash gift, he would have 
immediate control over the subject matter of the gift, and would be free to 
invest it or deal with it in any manner he wished. A donee of an annuity would 
often not have this choice if the annuity were non-commutable or if it could 
only be commuted for an amount substantially less than its present value, If 
the annuitant were required to pay tax immediately on the present value of the 
annuity, this could create a hardship because this value might be very high and 
the tax would exceed the amount of annuity he would have received when the tax 
became payable, The nature of the gift would be such that he could not place it 
in a deposit account so as to defer tax. However, he could qualify it as a 
Registered Retirement Income Plan in the same way that any other property could 
be transferred to such a plan, and thus would be able to defer the tax liability. 
To the extent that there remained an amount that was not eligible for a Registered 
Retirement Income Plan and therefore had to be included in income, the liquidity 


problem could be reduced if provision were made for payment of the tax over a 
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was not in fact received, the shortfall would be a property loss which could 
be deducted from other income, and in this way provide, in effect, a refund 
of the taxes paid. It may be necessary to have a special backward averaging 
provision which would be applicable where a loss on an annuity occurred at 


death, because the proposed five-year provision may not be adequate. 


For these reasons we recommend that an annuity contract which was the 
subject of a gift should, in the first instance, be included in income in 
the year the gift was made at its present value at that time. The subse- 
quent investment earnings should be included in income each year as earned, 
just as we recommend in Chapter 16 for all non-registered retirement plans. 
The annuity payments would then be free of tax as a return of investment , with | 
any difference between the total amount received and the cost basis, that is, 
original gift plus investment earnings included in income, being included 
in income as a gain or loss. This treatment would tax the donee in the same 
way as if he had received a cash gift and had himself purchased the annuity. 
If the donee qualified the annuity as a Registered Retirement Income Plan, 
then no tax would be payable at the time of gift or when the investment income 
was earned, but rather the payments would be included in income when received. 
We would expect that this latter option would be employed, for example, by 
parents or other dependants of the deceased who received a bequest in this 
form to ensure that they had the funds available for their continued mainte- 
nance. In this way the beneficiary would only pay tax when the annual bene- 


fits were received. 


As in the case of other proposals in this Report, we do not intend the 
recommended treatment of annuities to be retroactive. Accordingly, if an 
annuity had been given prior to the effective date, the present gift tax or 
estate tax provisions would have been applicable, and the capital element of 
the annuity should not be included in the tax base of the recipient. The 
income element will have been taxable under the present provisions before 
the effective date, and would be taxable under the proposed provisions after 


the effective date. 
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Gifts Involving Proceeds of 
Insurance and Pension Plans 

This rather similar group of payments can be considered as a whole. It 
includes pension payments, death benefit payments, benefits from profit sharing 
plans, deferred profit sharing plans, supplementary unemployment insurance 


plans and payments under life insurance policies. 


We are not concerned here with the payments made to the employee, the 
contributor, or the policyholder. We discuss the treatment of benefits paid 
to these persons in Chapter 16. In this chapter we are concerned only witha 
person who receives such benefits and who was not himself the original 
employee, member, or contributor who caused the benefits to accrue. For 
such a person the benefits received would be a gift as we have defined it 


and should be taxed accordingly. 


By far the largest group of beneficiaries would doubtless be the wives 
and dependent children of the contributors. Generally speaking, these bene- 
ficiaries would include in their incomes such amounts as would have been 
included in the deceased's income if he had received them. Death benefits 
and similar payments from an employer on which the deceased had not paid tax 
would be included in the income of a member of a family unit who received 
them. This would also be true in the case of payments from a Registered 
Retirement Income Plan. One of the requirements of registration is that 
benefits mst be payable to the contributor or to a member of his family. 
Thus, payments would have to be included in the income of the family or the 
estate of a deceased member. However, where payments have been made into a 
non-registered plan which had been purchased by the deceased out of tax-paid 
income, these payments would be free of taxon being returned to a member of 
nis family unit. The income arising under such a plan would be taxable to 
the beneficiary to the same extent as if the deceased were receiving the 
payments. The proceeds of life insurance policies, other than group life 
insurance, purchased by one member of a family unit would be excluded from 


income when received by any other member of that unit in the same way as if 
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they had been received by the person paying the premiums, at least in the 
initial period where mortality gains and losses on such policies would not 
be taken into account, Thus, the penefits received on cancellation, maturity, 


or death would be excluded from taxable income. 


If payments of this kind were made to a person who was not a member of 
the deceased's family unit, they should be treated as gifts and included in 
the recipient's tax base. If the payments were made under 4 non-registered 
retirement income plan and were payable during the lifetime of the donee, 
they would be treated as annuities. If payment were made in a lump sum, it 
would be included in the donee's income and taxed at his personal rate, The 
proceeds of a life insurance policy owned by @ pistes but payable to a 
beneficiary outside his family unit would also be included in the beneficiary's 
income, either as a lump sum or at an arbitrary valuation if the benefits were 
in the form of an annuity. In all cases the amount of tax liability would be 
subject to such elections as the donee may make with respect to averaging, 
payments of tax by instalments, or payment of all or part of the amount 


received into a Registered Retirement Income Plan. 
Exemptions 


The exemptions contained in the present gift and estate tax legislation 


can be divided into the following types: 


1. Gifts to exempt persons and institutions, such as charities and 


government bodies. 


25 Deductions of specified amounts permitted, regardless of the identity 
of donor or recipient, such as the $40,000 basic deduction under the 


Estate Tax Act and the $4,000 minimum under the gift tax provisions. 


oe Deductions made to simplify administration, such as those under the 


Estate Tax Act for gifts made by the deceased as part of his ordinary 


and normal expenditure, and under the gift tax provisions of gifts up 


to $1,000. 
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4, Deductions dependent on the existence of family relationships, such 
as the estate tax deductions for spouse and dependent children, and 
the gift tax deductions for the once-in-a-lifetime gift of an interest 


in real property. 


Whether a tax is imposed upon the donor or the donee, reliefs such as 
those listed above are usually given by way of a deduction from the tax 
base. There may be no tax at all if the donee is exempted from taxation, 
Gifts to charitable organizations, which are exempt under section 112 (4)(c) 


of the Income Tax Act, would not be subject to gift tax, 


Under our proposal, transfers of wealth among members of a family unit, 
either during the lifetime of the transferor or on his death, would not be 
subject to taxation, This would reduce the need for specific exemptions, 
However, we propose certain exemptions partly based on social grounds and 


partly designed to relieve administrative problems, 


The present exemptions from estate and gift taxes would, of course, 
no longer apply, since those taxes would be abolished, and gifts and in- 


heritances would be taxed in the hands of the donee, 


Apart from gifts from members of the family, individuals generally 
receive gifts from relatives and close friends on special occasions such 
as Christmas, birthdays and marriage. To include all such gifts, large 
or small, in the recipient's tax base would cause general taxpayer in- 
convenience, and would lay a burden on the administration out of proportion 
to the value of the resulting revenue, However, the higher the annual 
exemptions, the greater the possibilities of tax-free gifts which, if 
made systematically, could aggregate considerable amounts. High annual 
exemptions benefit the wealthy more than others. Thus,a wealthy person 
could make full use of the annual exemptions by giving the maximum amounts 


each year, 
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Under the present gift tax provisions, gifts of under $1,000 to any one 
individual in a year are not included in the taxable base. This has two 
effects. First, a donor may make several gifts of under $1,000 to different 
individuals and in that way give away 4 substantial amount of money free of 
gift tax, Second, individuals may receive gifts of under $1,000 from several 
different donors and thus receive 4 total amount of far more than $1,000 a 
year without any tax being paid. Furthermore, such gifts are not included 
when computing the general exemption of $4,000 or one half the difference 
between the taxable income of the donor and the tax thereon for the im- 


mediately preceding taxation year. 


We consider the present levels of exemption from gift tax much too high 
to be justified on administrative grounds alone, We have considered the 
level of exemptions which would relieve administrative problems with respect 
to reporting annual gifts and yet not afford a loophole for tax-free transfers 
of wealth in substantial amounts, We have concluded that an annual exemlp- 
tion for individuals of $250, for spouses who were members of a family unit 
of $250 each, and for dependants who were members of a family unit of $100 
each, would satisfy these requirements, Transfers between members of the 
family unit would not enter into the calculation, A family unit would be 
entitled to aggregate the exemptions of all its members for the purpose of 
calculating its aggregate annual exemption. Thus, a family unit consisting 
of two spouses and two children could claim an annual exemption of $700. 

The annual tax return should have a section dealing with gifts in which all 
gifts received from outside the unit would have to be reported if their 


total exceeded in value the amount of the unit's exemption, 


We considered the possibility of other deductions on social and ad- 
ministrative grounds and we recommend that in addition to the annual ex- 
emptions each individual should be allowed an aggregate lifetime exemption 
of $5,000, We think it is reasonable that a child who leaves the family 
unit should have an exemption of this amount to assist him in becoming 
established. This would eliminate the tax liability that otherwise could 


have arisen when the child leaving the family took with him his personal 
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effects. In addition it should suffice to exempt most married couples from 
tax on their wedding gifts because the couple would be able to aggregate the 
unused portions of their individual exemptions. The lifetime exemption 
should apply to gifts in excess of the annual exemption in any year. It 
should be cumlative and any part of the $5,000 exemption not used in one 
year would be carried forward to subsequent years. If a child or married 
couple did not use the full exemption at one time, he or they should not be 
deprived of it, and should be entitled to the balance of the deduction when 


it could be used. 


We believe that with these proposed exemptions a majority of people 


would never pay tax on gifts. 
Successive Transfers 


Strict adherence to the principle of taxation according to ability to 
pay would not permit a general concession based on the frequency with which 
gifts inter vivos were made Olle One would expect that because tax would 
arise every time property was transferred, transfers would not be made more 


often than necessary. 


It would appear, however, that a concession could justifiably be made 
where a second transfer was involuntary, as when death occurred, within a 
short time after the first transfer to the deceased. In this case it could 
reasonably be assumed that where the deceased was leaving assets to his 
beneficiaries, he did not have an adequate opportunity to enjoy the use of 
the property received by him on the first transfer. Accordingly, we propose 
an exemption for the recipients of gifts arising on death, where the deceased 
donor had himself paid tax on gifts he received from persons outside his tax 
unit within four years of the date of his death. The amount of the exemption 
would be a diminishing percentage of the gifts received by the donor and 
included in his tax base in each of those four years. This percentage might 
be 80 per cent of the taxable gifts received by the donor within a year before 


his death, 60 per cent of such gifts received by him between one and two years 
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before his death, 40 per cent of such gifts received by him between two and 
three years before his death, and 20 per cent of such gifts received by him 
between three and four years before his death. The amount of the gifts on 

which these percentages would be calculated would be subject to an overall 

limitation equal to the gifts passing on his death which would otherwise be 
taxable. The exemption would be allocated among his beneficiaries who were 
subject to tax in proportion to the amounts received by them on the donor's 


death. 


This exemption would be similar in principle to the present "quick 
succession” provisions in section 33 of the Estate Tax Act. Under that 
section it is necessary to identify the property passing on death on which 
the reduction in value is calculated as property previously subject to tax 
or property exchanged or substituted therefor. In our view this requirement 
is likely to cause administrative difficulties both for the Department and 
the estate in tracing properties and is likely to produce capricious results. 
It would penalize the estate of the person who had consumed the subject 
matter of the gift but elected to save other property. Identification would 
usually be impossible in the case of a gift received in cash or converted 
into cash which had then been intermingled with other funds in a bank account. 
For these reasons we recommend that there should not be any such requirement 
for identification of property, but that the exemption be calculated under a 


formula such as that referred to above. 
Valuation of Property 


The general rule under the Estate Tax Act is that the value for tax 
purposes is the “eoir market value” of the property. The same is true under 
the gift tax provisions, although it is not made explicit. The term is not 
defined in the statutes but has received considerable judicial consideration. 
Nichols states: 

"By fair market value is meant the amount of money which a 


purchaser willing but not obliged to buy the property would 
pay to an owner willing but not obliged to sell 16i"eay/ 
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Values arrived at by many different methods may be taken into account: for 
example, intrinsic value, replacement value, cost, comparative market data, 


and income-earning capacity of the property. 


Generally, fair market value is the accepted test and under the Estate 
Tax Act, for example, the price of listed shares on a recognized stock 
exchange is deemed to be fair market value, except in the case referred to 
below. The Estate Tax Act and some of the provincial succession duty acts 
recognize the special problems of valuing the shares of companies or other 
business interests which are not traded publicly, particularly if they are 
closely held. Under the Estate Tax Act the rule that the listed or quoted 
price is conclusive does not apply where the deceased by himself, or with 
others with whom he was connected by blood, marriage or adoption, controlled 
the enterprise. The value per share of a block of shares sufficient to 
control an enterprise is often greater than the value of shares which are 
not part of such a block. In private companies, the value of a minority 
interest is usually discounted because the market for such an interest is 
usually very limited. However, a common problem in valuing publicly traded 
shares is the possible depressing effect on the market if a large number of 


Shares have to be sold within a short period. 


One possible solution would be to have special rules which would 
attempt to deal with all the different types of valuation problem that 
arise. We have concluded that on the whole it would be better to rely on 
the standard of fair market value as interpreted by the courts, without any 
legislative guidelines. ‘The circumstances which may exist are so diverse 
that almost any conceivable set of rules would be inadequate and in some 
cases would produce unfair results. We think that legislative provisions 
tend to become too rigid and hinder effective valuation as much as they 
promote it, and that the rules developed by the courts provide adequate 
guidanee. However, in recommending this we recognize that the administering 
authority mst develop some policy rules as a guide. We expect they will 


continue to develop and refine "rules of thumb" dealing with controlling and 
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minority interests, problems of lack of marketability, and so on. The 
taxpayer will always, however, have a right of appeal. If the administra- 
tive authorities are reasonable in their valuations there should not be an 
excessive number of valuation appeals. 
Time of Valuation, 
Receipt and Payment 

We have given consideration to the appropriate time for valuation of 
gifts. Under the present laws inter vivos gifts have generally been valued 
at the time they were made and gifts arising on death at the time of death. 
However, there have been special provisions governing the time of valuation 
of inter vivos gifts which were deemed to be property passing on death. 
Because under our proposals the donee would be the person subject to tax on 
gifts, we recommend that the basic time for valuation should be the time of 
receipt or of constructive receipt by him of the gift. The question then 


arises whether there shovld be an alternative date for valuation. 


A number of submissions advocating an alternative date for valuation 
in the case of gifts arising on death were made to the Commission. There 
is often a delay between the date of death and the distribution of the es- 
tate. The normal processing and administration of an estate takes time. 
If the time of inclusion in the donee's tax base were the time of vesting 
of the donee's interest (which would often be the date of death), the donee 
might have to pay tax based on the fair market value at a time well before 
receiving the gift. However, in Chapter 15 we recommend that revaluations 
of certain types of property be permitted at the option of the taxpayer. 
Accordingly, if the value declined before he received the gift he would, 
generally speaking, be able to claim the decline in the value of his property 
interest as a loss and would, in effect, obtain a tax refund. Until such 
time as the optional revaluation procedure became applicable to all property, 
it should also be provided that any property received by way of bequest or 
gift would be eligible for revaluation within two years from the date it was 
included in income. Therefore, the donee would have all the advantages of 


alternative valuation dates. 
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There remains the question of when a gift arising on death should be 
included in the income of the donee or in the income of the trust arising 
on death. We have suggested this should occur when the gift was received. 
For this purpose receipt should be deemed to take place at the date of actual 
or constructive receipt, provided that in any case the gift would be regarded 
as having been received not later than twenty-four months after the date of 
death. If the identity of the beneficiary were not known twenty-four months 
after death, the gift should then be included in the income of the trust 
arising on death. If the gift was to be held in trust under the terms of 
a will, it should be included in the income of the trust at the time letters 
probate or letters of administration were obtained, but in no case later than 
twenty-four months after the date of death. The treatment of gifts arising 


on death is dealt with further in Chapter 21. 


Gifts inter vivos do not entail the same problems of administration as 
gifts arising on death. Because such a gift is made voluntarily, the parties 
would be in a position to foresee, at least to some extent, possible changes 
in value and the necessity for the availability of funds to pay the tax. For 
these reasons we recommend that inter vivos gifts should be valued on the 
date of actual or constructive receipt and should be included in the donee's 


income in the year in which such receipt occurred. 


Gifts consisting of property other than cash or marketable securities 
merit special treatment as to the time of payment. If the property were not 
readily salable or mst be held for special reasons, as in the case of an 
interest in a business or an art collection, it may result in hardship to 
require payment of tax when the gift was received. Such gifts cannot be 
deposited in an Income Adjustment Account, although they could be put into 
a Registered Retirement Income Plan if such a plan were not already at its 
maximum level. If money to pay the tax could not be borrowed on the se- 
curity of the property, some form of deferment of payment would be warranted. 
We recommend that the tax in respect of such property be made payable in 


instalments, with interest, over at least five years, and perhaps ten years 
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for specific property such as the shares of a private company or an interest 


in a farm, provided that if the property were realized for cash or marketable 


securities, the time 


for payment would be accelerated. This is similar to 


the present section 16 of the Estate Tax Act, except that under our proposal 


the taxpayer would be 


on the Minister's dis 


entitled to deferment as of right instead of relying 


cretion. 


While we think our proposal would solve the problem of lack of liquidity 


to a reasonable exten 


review. 


Rate Schedules and Averaging 


+, we would recommend that this matter be kept under 


While the proposed rates applicable to taxable gifts would generally be 


higher than the present gift or estate tax rates, comparisons between these 


rates can be misleading 23/. 


Of primary impor 


recommended tax base 


tance in any comparison is the exclusion from the 


of gifts from one member of a family unit to another, 


including property which passed on death to a surviving spouse. In addition, 


our proposals entail a number of basic changes which would make it difficult 


to predict what the changes in tax rates applying to individuals would be 


or what changes in revenue would take place. 


Under our recommendations gifts would pe part of the defined tax base. 


Apart from intra-family gifts, gifts in excess of the exemptions that we 


propose would normally be taxable to the donee. Tax would be imposed at 


the donee's rate which would usually be lower than that of the donor. ‘The 


effective rates would 


also be reduced in many cases by the application of the 


averaging provisions we discuss in Chapter 13, or because of the donee's 


investments in Registered Retirement Income Plans which we discuss in Chapter 16. 


Perhaps the best 


comprehensive tax bas 


way to appreciate the effect of including-gifts in the 


e is to look at some examples. Table 17-2 gives a 


summary of typical tax rates which might apply to gifts from an estate. 
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TABLE 17-2 


EFFECT OF INCIUSION OF GIFTS FROM OUTSIDE 
THE FAMILY UNIT IN EXCESS OF EXEMPTIONS 
IN THE COMPREHENSIVE TAX BASE FOR MARRIED 
COUPLES WITH THREE DEPENDENT CHILDREN a/ 
SS See sstsere et uepnnapesnnneotusannasernnsncen nares 


Panel A 

Average Average Tax Rate on Income, Including Gift 

Tax Rate After Averaging 

On Annual 
Annual Income $25,000 Gift $100,000 Gift $250,000 Gift 
Income Before Gift 
$6,500 pat 10.8 16.6 23.9 
10 ,000 12.5 14.3 18.7 25.5 
25,000 21.2 22k 25.5 30.1 

Average Rate of Tax on Gift 
6,500 19.5 22.3 27.9 

10 ,000 21.5 2h 9 30.7 
25,000 33.9 36.2 38.9 
Panel B 


Effective Rate of Tax on Gifts Under Present 


Estate Tax Rates at Selected Levels b/ 


Net Value of Estate Before Personal Deductions 
15,000 000 0,000 


nil 7.067% 20.27% 


a/ It is assumed that the taxpayer and spouse have already made use of 
their lifetime exemptions of $5,000 each. If this were not the case 
then the tax liability would be reduced substantially. 


There is deducted from tax the tax credits for family unit and 
dependants. It is assumed that the wife is not working and that 
the income level does not change during the averaging period. 


To achieve the best averaging result, one half of the gift would be 
included in the current year's income and form part of a backward five- 
year block average. The other half would be deposited for one year into 

an Income Adjustment Account. This latter portion could then be included 
in the subsequent five-year period so that the gift would be spread over 
ten years. Although such a procedure entails a loss of some investment 
income for one year, and although the tax refund from the forward averaging 
could not be claimed for five years, nevertheless the procedure does 
effectively result in averaging the gift over ten years. 


b/ It is assumed that the deceased has neither a widow nor dependent 
children, and also that there are no other deductions or credits. 


In provinces which have a separate succession duty, the combined estate 
tax and succession duty could be higher. 


The annual income of the donee has no effect on the rate of estate tax. 
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We have pointed out that it is difficult to compare the impact of our 
proposals with the present taxation of estates. Table 17-2 illustrates that 
while small estates are not now subject to tax, our proposals would result in 
the application of full personal rates to most of any bequest from such an 
estate passing outside the family unit. Transfers within the family unit, 
which would be the method of distribution of a substantial proportion of smaller 
estates, would continue to be free of tax. In the case of larger estates an 
answer to the question of whether the level of tax would increase or decrease 
would depend upon the proportion of the total estate that passed to persons 
outside the deceased's family unit. Table 17-2 indicates that in general the 
rate of tax would increase substantially if all the estate passed to another 
family unit. On the other hand, if the whole estate passed to the widow or a 
dependent child, then no tax would be payable under our proposals. If one 
assumes that one half of the estate passed outside the family unit and one half 
to the widow, then the level of tax on transfers from most estates exceeding 


$250,000 would decline from what would at present apply. 


However, it must also be kept in mind that while under the present gift 
and estate tax laws it is possible to arrange many transfers (even of substantial 
amounts) that will be subject to little or no gift or estate tax, under the 
comprehensive tax base all gifts received from outside the family unit would 
be brought into the income of the donee. One significant item that would, as 
a result, be included in the income of many beneficiaries would be the proceeds 
of life insurance policies, only a small proportion of which are now taxable. 
Thus, although the rate of tax on many gifts may decline, other gifts not now 
taxed would become subject to tax and therefore the total tax revenues from 


gifts should increase substantially. 


As our proposals mean that the tax on transfers within the family unit would 
be eliminated, Canada would certainly compare favourably in this regard with 
the United States and the United Kingdom. On the other hand, the level of 
Canadian tax on transfers outside the family unit would in pedis be increased 
under our proposals so that, except for the very large estates, the Canadian 


taxes on these transfers would exceed those levied in the United States. 
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Nevertheless, the Canadian tax on transfers outside the family unit would still 


be less than that levied in the United Kingdom for most estates of over $200 ,000. 
Gifts To Non-Residents 


At the present time, a Canadian resident is subject to gift tax on any gift 
which he makes, whether the donee is a resident or non-resident. If an indi- 
vidual dies domiciled in Canada the property passing on his death will be subject 
to estate taxes regardless of where the beneficiaries reside. A person may not 
necessarily be domiciled in a jurisdiction in which he is resident, although 


ordinarily he will be. 


In view of the proposal to abolish the gift tax and estate tax and to tax 
Canadian residents on gifts received by them, it would be necessary to impose 2 
tax on certain gifts made to non-residents. In the case of inter vivos gifts 
this tax should be imposed where the donor was resident in Canada. In the case 
of inheritances, the tax should be imposed if the deceased was domiciled in 
Canada at the time of his death. The reason for this distinction is that it is 
customary and most convenient to tax inter vivos gifts on the basis of the 
donor's residence, but it is recognized internationally that the taxation of 
inheritances should be based on the domicile of the deceased or the situs of 
the property. The taxation of gifts to non-residents which arise on death on 
the basis of the domicile of the deceased would not violate either the letter or 


the spirit of International Tax Conventions to which Canada is a party 2h/, 


In our opinion this proposed tax should be a withholding tax and should 
operate in the same manner as the withholding tax on investment income paid by 
residents to non-residents. We recommend in Chapter 26 that the withholding 
tax on such income other than dividends should be at the rate of 30 per cent. 
In our opinion this would be an appropriate rate for the taxation of gifts made 
to non-residents. It has the advantage of administrative simplicity in that it 
would be a flat rate. We also suggest that in order to avoid the necessity of 
reporting small gifts and to simplify administration, there should be an ex- 


emption of, say, $1,000 for gifts made by a donor to non-residents in a year. 
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In order to preserve neutrality between the treatment of gifts received 
by residents and those received by non-residents, in our opinion it would be 
desirable to permit a non-resident who received a gift which had been subject 
to withholding tax to elect to file a return as a Canadian resident. If he 
made such an election he would be required to include in his income the full 
amount of the gift before deduction of withholding tax, as well as his other 
income. He would have to agree to make all documents and records which were 
relevant to the calculation of his income available to the Canadian tax 
authorities. He would be entitled to a credit for foreign tax paid on his 
income from foreign sources. He would also receive credit for the withholding 
tax on the gift and, if it exceeds the tax payable on his income, including 


the gift, as reported in the return, he would be entitled to a refund. 


One question that is often raised in any discussion on the taxation of 
transfers of wealth is whether such taxes should be reduced or eliminated to 
prevent residents from moving to another jurisdiction in order to reduce the 
tax on their estates. We have rejected the argument that Canada should either 
lower some or all of its taxes to the level of its lowest tax "competitor", 
or that Canada should turn itself into a tax haven of some sort. Both types 
of action can in the long run be self-defeating, are inequitable, and certain- 
ly should not be introduced by Canada. Under our proposals there would be no 
point in a taxpayer taking such action if his concern were the transfer of 
property to his widow, because such transfers would not be subject to tax. 
However, it would still be possible to reduce or eliminate the tax impact on 
other donees. If the donor left the country and the donee remained resident, 
then the full Canadian tax would continue to apply. However, under the re- 
verse situation only the 30 per cent withholding tax would apply, so that 
this arrangement could be attractive for some taxpayers. If both donor and 


donee became non-resident, then no Canadian tax would be payable. 


To offset tax avoidance by a donee who temporarily became non-resident, 
i+ would be necessary to provide that any Canadian taxpayer who became non- 


resident, and then became resident again, would have to include in his income, 
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in the year he returned to Canada, the value of all gifts received during 
the period in which he was a non-resident, A tax credit would be given for 


any gift taxes or estate taxes paid to a foreign country on such receipts, 
Credit For Foreign Taxes 


Any gift received by a resident of Canada would be included in his tax 
base regardless of where the donor resided. However, if a gift were re- 
ceived from a person resident or domiciled outside Canada it may have been 
subject to gift tax or estate tax in another country, Similarly, if a gift 
arising on death consisted of property situated in another country it may 
have been subject to estate tax in that country. In order to avoid double 
taxation we recommend that a person who received a gift which was in any of 
these categories should be entitled to a foreign tax credit for the gift tax, 
estate tax, or any similar tax which had been imposed on the gift in the 
country in which the donor was resident or domiciled or in which the property 
was situated, Such a credit should not be allowed, however, where the gift 
arose on death and consisted of property situated in Canada, since in these 


circumstances the other country should give credit for the Canadian tax. 


The credit should be available whether the foreign tax was paid by the 
donor, or his estate, or by the donee, The amount deductible from Canadian 
tax would be limited to the Canadian tax which is applicable to the gift, 
Gifts of Property Situated 
in Canada 

Under Part II of the Estate Tax Act a tax is imposed at the rate of 
15 per cent on property situated in Canada which passes on the death of a 
person domiciled outside Canada. Credit for this tax will ordinarily be 
allowed in the country in which the deceased was domiciled. This tax is 


payable regardless of where the beneficiaries are resident or domiciled, 
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Under our proposals, if a beneficiary were resident in Canada, he 
would include the gift in his tax base in the manner already described. 
Because it is normal for a country to impose a tax on property situated 
therein when the property passes on the death of a person domiciled else- 
where, we recommend that a tax similar to that provided for in Part II of 
the Estate Tax Act should be imposed at the rate of 15 per cent on property 
situated in Canada that passed on the death of a person domiciled outside 


Canada to beneficiaries who were not resident in Canada. 
Tax Conventions 


Canada has an Estate Tax Convention with the United States, which was 
entered into in 1961, and with the United Kingdom, Ireland, France and South 
Africa, which were entered into some years prior to the introduction of the 
Estate Tax Act and which refer to succession duties. However, these latter 
Conventions may be interpreted as being applicable to the Canadian estate 


tax which was subsequently imposed. 


It does not appear to us that the proposals outlined in this chapter 
are contrary to the provisions of any of these Conventions. Most of the 
restrictions which they would impose would be applicable only if Canada 
levied tax solely because the deceased had a Canadian domicile, or because 
he left property having a Canadian situs. Apart from the proposed 15 per 
cent tax similar to that imposed by Part II of the Estate Tax Act, the taxes 
we propose would not come within these categories. In any event, if there 
were a conflict between the Canadian taxing statute and an international 
Convention, the provisions of the Convention would prevail. However, if 
our recommendations were implemented, it might prove to be necessary or 
desirable for Canada to take steps to.renegotiate the Conventions in such 
a way as to take account of the new system of taxing gifts. 

Taxpayer Compliance, Administration 
and Enforcement 
At the present time the administration and enforcement provisions of 


the Income Tax Act apply to the income tax and the gift tax. The Estate 
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Tax Act provides for the administration of the estate tax; many of the 
provisions are similar to those contained in the Income Tax Act, while 
others are different and pertain only to an estate tax. Because gifts and 
inheritances under our proposal would be taxed as part of the comprehensive 
tax base, it would be necessary to include in the administrative structure 


special provisions to take into account the characteristics of gifts. 


Because gifts are included in the tax base, the general income tax 
administration and enforcement provisions would apply to gifts as well as 
to other income. All components of the tax base would be reported in the 
Same annual return. The filing of annual returns and information returns, the 
procedure relating to assessments and appeals, collection procedures and 
enforcement would be the same for gifts as for other forms of accretion to 
wealth. For these purposes it would be immaterial whether the recipient was 
an individual, a trust, or a corporation. Except for the special provisions 
referred to below, we have concluded that the administrative provisions as 


recommended can apply equally to the taxation of gifts. 


For several reasons it would be necessary to take into account the 
position of the donor or his estate if the gift arose on death 25/. First, 
the returns filed by the estate of the donor could be utilized to ensure 
that donees would report and pay tax on the amounts they receive. Second, 
it may be desirable to require that an initial tax be paid on behalf of the 
donee by the executor or administrator of the donor. This is discussed in 


Chapter 21. 


Wills commonly provide that the executors are to pay all taxes and 
death duties on property under their control out of the estate. It would 
be necessary to ensure that the provisions in our proposed tax structure 
relating to withholding by financial agents and intermediaries take such 


provisions into account. 


While most of the general administrative provisions would be applicable 
to the taxation of gifts, we recommend that additional provisions should be 


added to deal with the following matters: 
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Reporting. It would be necessary to provide that donors or their personal 
representatives must report any gifts made to any individual other than a 


member of the donor's family unit which were over $100 in any taxation year. 


Payment and Liability for Tax. In the case of a gift arising on death or 

through an inter vivos trust, it should be provided that the trustee could 
not make a distribution unless he had paid the initial tax, or had retained 
sufficient funds to pay the initial tax, or had obtained the consent of the 


tax authorities to the distribution. 


It should also be provided that a donor who made a gift to a non- 
resident should withhold and remit the withholding tax payable with respect 


to the gift. 


Ministerial Consents. In order to strengthen enforcement, it would be 

useful to have provisions such as sections 7 and 48 of the Estate Tax Act. 
These prohibit transfers of property, by anyone other than an executor, and 
the opening by any person, without the Minister's consent, of safes, vaults 


and other depositories which contain property of a deceased. 


Liens on Property. There is no general lien on property for taxes owing 
under the Income Tax Act similar to that provided for in section 43 of the 
Estate Tax Act. That section provides in effect that any tax, interest or 
penalties payable under the Act by a successor to any real estate passing 
on the death of the deceased shall be a lien upon the real estate 

in favour of Her Majesty. The purpose of this lien is to prevent successors 
from selling the property and either leaving the country or pres a the 
proceeds, leaving the Crown no way of collecting the tax. The present 
section 4% puts the onus on the purchasers of property to see that there 


is no lien for taxes. 


We have considered whether the need for a lien would be reduced under 
our proposals where the gift would be included in the donee's tax base in 


the same way as other income. We recommend that it should be removed. We 
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think that the inconvenience it causes in real estate transactions generally 

is greater than its value in the collection of taxes. If, in practice, evasion 
of tax through lack of security should prove to be a serious problem, the 
government could consider returning to a system under which it would have 
agreements with the provinces to the effect that the provincial land transfer 
officials would require a waiver of the Minister in any case ea property 
was transferred following the death of the owner. However, we would prefer 


to avoid this unless it was found necessary, 


CONCLUSIONS AND RECOMMENDATIONS 


1. <All gifts, that is, all receipts of wealth, whether inter vivos gifts 
or inheritances, should be included in the comprehensive tax base of 
the recipient, Transfers for inadequate consideration should also be 
regarded as gifts to the extent that the value of the property trans- 


ferred exceeds the consideration. 


2. The inclusion of all gifts in the comprehensive tax base should 
replace the present estate and gift taxes, and the legislation levying 


these taxes should be repealed. 


Be Transfers between members of a family unit, for example to a spouse 


or dependent child, should not be taxable gifts. 


4, The amount to be included in the tax base should be the net amount 
received, that is, the gross amount less legitimate expenses such as 
the expenses of administering an estate, If the gift were received 
subject to a condition, the cost of complying with the condition 


would be deducted. 


>. Any gift which was renounced by the donee should not be included in 
his tax base but should be included in the base of the ultimate 


recipient, unless it reverted to the donor. 


6. Where an individual has been given a power of appointment or a power of 
encroachment which would give him the uncontrolled right to apply 


property for his own use, he should be regarded as having received 


LO. 
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the property unless he renounced it within 90 days after he became 


aware of it, or after it became exercisable, whichever was later. 


A gift toa corporation should be included in its tax base unless made 
by the sole peneficial shareholder or by all the shareholders pro rata 


in accordance with their shareholdings. 


Gifts te be held in trust would, generally speaking, be subject 
+o an initial tax in the hands of the trust and the beneficiaries would 
receive credit for this tax on distribution. This is dealt with in 


Chapter el. 


In the case of a gift of an annuity, the present value of the annuity 
should be included in the income of the donee unless the donee qualified 


the annuity as a Registered Retirement Income Plan. 
The following exemptions should be allowed; 


a) An annual exemption of $250 for each individual who filed a 
separate return, $250 for each spouse in 4 family unit, and 
$100 for each dependant who was a member of a family unit; 
the exemptions of the members of a family unit would be 


ager egated. 


b) A once-in-a-lifetime cumlative exemption of $5,000 for each 
individual on or after leaving his original family unit, 


applicable to gifts in excess ef the annual exemption. 


Gifts to tax-exempt bodies should, as under the present legislation, 


be free of tax. 


Where a taxable gift had been received by a donor within four years 
before his death, a percentage of the gift should be exempt when passed 
on to his beneficiaries on his death. ‘This percentage should range from 
20 per cent to 80 per cent depending on how long before the donor's 


death the gift had been received. 


13. 
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1s 
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Gifts arising on death should be included in income at the earlier of 
the date of actual or constructive receipt, or twenty-four months 
after the date of death. If the donee has not been identified within 
twenty-four months after the date of death, the gift would be included 
in the income of the trust that arose on death. If the gift were to 
be held in trust it would be included in the income of the trust at 
the time of obtaining probate, but in any event not later than twenty- 


four months after the date of death. 


Fair market value, as developed by the courts, should be the test of 

the value of gifts and inheritances without additional statutory rules. 
Gifts arising on death should be valued at the date of death >» but the 
donee, or trust, should have the right to revalue any of the property 
received by way of such a gift within two years from the date it had 
been included in income, or possibly longer under the general provisions 


for revaluation, and claim any loss resulting from the revaluation. 


The rate schedule applicable to gifts should be the same as for other 
components of the comprehensive tax base. The same provisions with 
respect to averaging and with respect to deposits in Income Adjustment 
Accounts or investments in Registered Retirement Income Plans would 


apply to gifts as to any other income. 


Where gifts consist of property other than money or marketable securi- 
ties, the donee should have the right to pay the tax thereon in instal- 


ments over a five-year period, or in some cases ten years, with interest. 


Gifts to non-residents should be subject to a 30 per cent withholding 

tax, subject to an annual exemption of $1,000 for each donor. A non- 

resident donee should have the option of filing a return as a Canadian 
resident. This tax would apply in the case of inter vivos gifts where 
the donor was resident in Canada, and in the case of inheritances 


where the deceased was domiciled in Canada. 


18. 


19. 


20. 
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Gifts received from non-residents should be included in income, but 
the donee would be entitled to a credit for foreign gift taxes or 


estate taxes paid. 


A credit should also be allowed for estate tax imposed on property by 
the country in which the property was situated at the date of the 


donor's death. 


Where property situated in Canada passed to a non-resident on the 
death of a person domiciled outside Canada, it should be subject to 


a 15 per cent tax of the type now imposed by the Estate Tax Act. 


A number of special administrative provisions would be necessary to 
deal with gifts. However, the provision in the Estate Tax Act for a 


lien on real property should be removed. 


es 
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However, the Income Tax Act provides in section 11(1)(v) that in the 
case of certain pension and annuity benefits, estate taxes and suc- 
cession duties which are applicable to the payments are deductible 


in computing the recipient's income. 


Figures supplied to the Commission by the Department of National Revenue 
Show that of over 14,000 gift tax returns filed in 1964, only 2,563 
reported gifts which were Subject to some gift tax and they reported 
taxable gifts of $38 million on which tax was paid of just over $6 
million. Non-taxable gifts reported were approximately $125 million, 
and gifts unreported, because they were less than the exemptions, would 


also have been substantial. 


Representatives of the following groups made reference to this point: 
Canadian Manufacturer's Association; Canadian Chamber of Commerce ; 
Estate Planning Association of Canada; Trust Companies Association of 


Canada. 


Alternative methods of taxing gifts are given in Appendix D to this 


Volume. 


See Chapter 18 for a description of the problems of deemed receipt of 
income on cancellation of debt, particularly in personal bankruptcies, 
as an exception to the general rule that there will be no deemed income 


from non-business debts. See Estate Tax Act, section 3(3)(a), (b) ana 
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(e) which include in the taxable estate in some circumstances an 
artificial creation of a debt, the extinction of a debt, and debts 


rendered unenforceable by a limitation statute. 
10/ Section 137(2). 
1i/ Section #(1) ana (2). 
12/ Section 58(1)(o). 


13/ Items now taxed under this section are principally the current expenses 


or taxes paid by the estate on property occupied by a beneficiary. 


14/ This provision would be similar to section 137(2) of the Income Tax Act. 


iS 


Section 3(1)(d) of the Estate Tax Act is a general section bringing into 
tax gifts whenever made, of which actual and bona fide possession and 
enjoyment was not, at least 5 years prior to the death of the deceased, 


assumed by the donee and retained to the entire exclusion of the deceased. 


16/ The various types of reserved powers and interests are set out in E.Jd. 
Mockler, J.G. Smith, and C. Frenette, Taxation of the Family, a study 


published by the Commission. 


17/ The formilae which could be applied for this purpose are set out in 


Appendix E to this Volume. 
18/ M.N.R. v. Estate of Edward William Bickle 66 DIC 5179. 


19/ At common law a gift of an annuity is an income gift and the total pay- 
ment is income, whether paid out of capital or not. Under the present 
Income Tax Act and practice, the part paid from capital is not taxable; 


section 11(1)(k) and Part III of the Income Tax Regulations. 


20/ Under the present Estate Tax Act when non-commitable annuities are 
required to be valued they must be valued according to an annuity table 


prescribed in the Act, which assumes a rate of interest of 4 per cent. 
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This may result in the present value of the annuity for tax purposes 
being different from the cost of the annuity. If the annuity is 
commutable, the practice is to value the annuity at the rate of interest 


given in the annuity contract. 


Credits based on frequency of transfer may frequently be allowed under 
transfer tax systems which are not integrated with an income tax system. 
In some of these systems there is an assumption that the transfer tax 


should operate "“once-in-a-lifetime". 


P. Nichols, Eminent Domain, 2nd ed., Albany, N.Y.: Mathew Bender and 


Co., 1917 p. 658, quoted in the Exchequer Court in many valuation cases. 


See Chapter 11 for the proposed rate schedule and a discussion of the 


principles involved. 


If it were found that this led to tax avoidance practices, consideration 
could be given to imposing a withholding tax on a gift passing to a 
non-resident on the death of a person who was resident in Canada but 

not domiciled in Canada, but the international implications would 


have to be carefully considered. 


It is to be noted that if the property given away has appreciated in 


value, tax will be levied on the donor in respect of his gains on the 


disposition of the property; such a tax may have to be calculated 
before the value of the gift can be computed, particularly where the 


gift arises on death. 
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CHAPTER 18 
TRANSFER PAYMENTS AND MISCELLANEOUS RECEIPTS 


In previous chapters the major components of income have been discussed. 
In this chapter we propose to deal with some additional types of receipts, 
most of which are not at present included in income for tax purposes but all 
of which fall within the proposed comprehensive tax base. These are: govern- 
ment transfer payments (unemployment insurance, workmen's compensation, family 
allowances and old age pensions) , gambling gains and cancellation of debt. 
In addition we will discuss some other sundry kinds of income presently 
dealt with in sections 10 and 62 of the Income Tax Act. By restricting the 
discussion to these items we do not wish to imply that these are the only 
"other" receipts and gains that should be included in the comprehensive tax 
base. We make no claims to completeness. We hope it is well understood 
that under our approach all receipts and gains should be brought into income 
unless explicitly excluded, and that the absence of any discussion here does 


not mean that we would accept their exclusion from the tax base. 
GOVERNMENT TRANSFER PAYMENTS 


One function of government is to divert some of the flows of goods and 
services to the satisfaction of the collective wants of citizens. Another 
function is to alter the flows of goods and services within the private 
sector of the economy so as to achieve a more equitable distribution of 
purchasing power than might otherwise prevail. This redistribution function 
has two aspects, the tax side and the transfer side; here we are primarily 
concerned with the tax aspects of the latter. We are concerned mainly with 
the individual taxpayer-beneficiary, although we take this opportunity to 


discuss briefly some aspects of the transfer schemes themselves. 


Government transfer payments are defined to include cash payments by 
governments to individuals other than those made in exchange for goods or 
services ass Among the more obvious and important transfer payments are 


the following: family allowances, old age security benefits, unemployment 
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insurance benefits, workmen's compensation benefits and social assistance 
and relief of all kinds. We feel that the present treatment of these re- 


ceipts is confusing and inconsistent. 


Family allowances are financed out of general government revenues. They 
are not included in the recipients' incomes for tax purposes. Any person who 
is entitled to receive them in respect of a child (whether he accepts them 
or not) is required to reduce the personal exemption for the child from $550 
to $300. 2/ As a consequence of this arrangement taxpayers with low marginal 
rates of tax receive more in family allowances than they lose through the 
reduction of the exemption. The converse is true for taxpayers with high 
marginal rates who would be better off if no family allowances were paid 


and the full exemption were allowed. 


Old age security is a funded scheme financed by three earmarked federal 
taxes: a4 per cent tax added to the personal income tax rate (with a 
$120 limit), a 3 per cent tax added to the sales tax rate, and a 3 per 
cent tax added to the regular corporate income tax rate 3/. The recipients 
of these pensions take them into their incomes and are taxed on them in 


full. 


Unemployment insurance benefits are financed by a tax on covered 
employees and their employers. Tt is a funded scheme. The tax is related 
to the level of earnings of the employee, as are the benefits. The 
employer's contributions are deductible as a business expense, but the 
employee's contributions are not deductible from personal income. Neither 
the employer's contributions on behalf of the employee nor the benefits 


themselves are subject to personal income tax. 


Workmen's compensation is dealt with by provincial plans financed by 
pay-roll taxes on employers. Contributions are deducted as an expense by 
the employers. Covered employees make no contribution, and are not re- 


quired to take the employer's contributions into their income for tax 
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purposes. The proceeds are not taxable in the hands of the compensated 


worker. 


It would be difficult to conceive of a greater variation in arrangements 


than this. 


Having reluctantly accepted the present transfer programmes, including 
the methods under which they are financed (except for old age security) for 
the reasons advanced in Chapters 6 and 7, we have developed our proposal; 
it does not go so far as we should like but it does have the merit of con- 
Sistency. It is consistent with respect to our whole concept of the tax 
base, with respect to the treatment of any one programme relative to the 
others, and with respect to the private insurance-pension programmes beside 


which the government programmes frequently operate. 


However, we recommend that before our proposals are implemented the 
amounts of all government transfer payments should be reviewed to ensure 


that their inclusion in income does not result in hardships. 


In accordance with our concept of ability to pay, we recommend that 
the recipient of a transfer payment should include the benefit in his in- 
come because it increases the taxable capacity of the individual or the 
family. On the other hand, specific contributions to transfer programmes 


should be deductible from the individual's tax base 4/. 


If all government transfers are brought into the tax base, those pay- 
ments not now taxed may have to be increased in order to compensate for the 
new tax liability; for we do not mean to imply by our recommendation that 
the present payments are too large and should be reduced through taxation. 
Our recommended rate aetenire and system of tax credits will mean that some 
tax units will pay less tax even if their bases are increased by the addi- 
tion of government transfers. The converse will be true for other taxpayers. 
On balance, we believe that our recommendations in this Report would increase 


the degree of redistribution achieved by the overall tax-transfer system, 
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even if the transfers themselves were not increased. We have made no attempt 
to determine what adjustments in the payments might be required, because this 


would take us outside our terms of reference. 
Family Allowances 


The present approach, under which the personal exemptions for dependants 
are reduced when they qualify for family allowances, should be abandoned. 
The tax credits for dependants that we recommend elsewhere in the Report 
should not be reduced for the family unit iiaeeetiowiet family allowance 
payments. To be consistent with our basic approach to taxable capacity, 
we recommend that all family allowances should be included in the tax base 
of the tax unit which included as 2 dependant the child on whose pehalf the 
benefits were paid. The minimum income below which no tax would be paid by 
reason of tax credits would therefore be unaffected by the family allowance 
status of dependent children. Over this minimum, full progressive rates of 
tax would apply to family allowance receipts. This also means that no tax- 
payer could be made worse off because a dependant qualifies for the family 


allowance, as can occur at present. 
Old Age Security 


We have said that we have reluctantly accepted the present methods of 
financing transfer programmes. To this general proposition we wish to make 
one exception. There seems no legitimate reason to continue to earmark taxes 
to finance the old age security programme. To maintain the three separate 
levies seems to serve no useful purpose, and is a source of inconvenience 
and needless complexity. The rate structures of the three relevant taxes 
should be adjusted accordingly. There also appears to be little if any 
merit in a continuation of the funding of the plan. We suggest that 
henceforth old age security pensions should be financed out of general 


revenues like family allowances. 
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Old age security receipts are now included in the tax base of the indi- 
vidual. This is consistent with Our approach and we recommend that this 


should be continued. 


Unemployment Insurance 


Unemployment insurance contributions are made by employees and employers. 
In Chapter 14 we recommend that the employer's contributions should continue 
to be deducted as a business expense and not added to the income of the 
employee, and that the employee's contributions should be deductible by 
the employee whether or not the 3 per cent optional expense deduction in 
respect of employment income is taken. Benefits should be fully taxable 


in the hands of the recipient. 


We believe that this is a fair treatment of unemployment insurance. Ata 
brings into income only the net benefit as measured by the difference between 
what the employee put into the plan, either directly or indirectly, and what 
the employee takes out. Not to tax unemployment insurance benefits would 
bestow a tax advantage on the man who, despite the fact that he was unem- 
ployed for some time during the year, had a larger total income, including 
unemployment insurance benefits, than the man who worked full time for lower 
wages. Throughout this Report we have tried to minimize the significance 
of the. source of a man's income; it is the change in economic power that 
counts. We can see no reason for departing from that principle here. Of 
course, if unemployment insurance benefits were brought into income the net 
benefit would be reduced, particularly for individuals with substantial 
other income in that year. It may be necessary to increase gross unemploy- 
ment insurance benefits to maintain their after-tax value for taxpayers in 


the lower income groups. 


Workmen's Compensation 


These programmes have two facets: they protect employers against 
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costs resulting from successful damage claims by their employees; and they 
protect employees against losses resulting from injuries sustained at work, 
whether or not the employer would have been held responsible. All contribu- 
tions are made by employers. The benefits include lump sums in cases of 
death or permanent disability, income maintenance payments, and medical- 


hospital treatment. 


We are satisfied that the most logical tax treatment of workmen's com- 
pensation would be to continue to allow a business deduction for the 
employer contributions, but to tax employees on the receipt of all benefits 
at full personal rates. It might be argued that the contributions of 
employers should be added to the incomes of he employees, but we reject 
this because under our proposals they would be deductible by the employee 
in any event. Taxing income maintenance receipts at full personal rates 
in the hands of the employee would pe equitable relative to those who are 
working, and would be consistent with the tax treament of benefits received 
under private income maintenance insurance plans. It would also pe fair to 
tax lump sum benefits received in cases of death or permanent disability , 
particularly in view of the relieving provisions we recommend in Chapter 13, 
including the provision which would permit the recipient to spread a lump 
sum benefit of this kind over his lifetime by purchasing a registered 
government annuity. Most of these payments are made to compensate for lost 
income that would have been taxed had it been received. Not to tax these 
sums would give the worker who received them an advantage over individuals 
who are not protected against accidents. Here, too, the level of the 
benefits should presumably be reconsidered py the provinces if this 


recommendation is accepted. 
GAMBLING GAINS AND LOSSES 


Gambling gains, like any form of receipt, increase the individual's 
taxable capacity and therefore should be brought into income as part of 


the comprehensive tax base. At present such gains are not taxed in Canada 


D227 


unless it is shown that the taxpayer's gambling amounts to a business, and 
where the question has been brought before the courts the matter for decision 
has been whether the gains arose from a business activity or from a hobby 5/. 
Because the comprehensive tax base would bring in all receipts which increased 
economic power, regardless of source, the question of whether gambling gains 


arose from a business would no longer be important. 


The greatest problem in bringing gambling gains into income would be 
enforcement. Reporting of small winnings would be largely a matter of tax- 
payer honesty, but it might be possible to establish a system by which 
large winnings would have to be reported by the payers, in much the same 
way as banks report the cashing of bond coupons by depositors. For reasons 
of administrative convenience it might be useful to provide for a small 


annual exemption for net gambling gains. 


The treatment of gambling losses poses a problem. To the extent that 
gambling is a form of entertainment for the individual, gambling losses are 
a@ consumption expenditure and should not be deducted any more than theatre 
tickets and the costs incurred in playing golf or skiing. To the extent 
that gambling is a form of business activity, losses should be deducted 
against gambling gains and other income. There is, of course, no objective 
way of determining the motivations of gamblers, any more than there is for 
any taxpayer. The solution we suggest is a rigid rule that would achieve 
simplicity and at least a degree of fairness. We believe that gambling 
losses should be treated in the same way as other losses that are deemed 
to be a personal consumption nature. Thus, they should be allowed only as 
a deduction from gambling gains, and should not be set off against other 
income as ordinary losses would be. ‘The carry-over of such losses should 
be limited in the same manner as other losses of a personal nature, with 
a two-year carry-back and an indefinite carry-forward against gambling gains. 
Such losses would be available for carry-forward only if reported for the 


year in which they were incurred. 
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CANCELLATION OF DEBT 


Cancellation of debt occurs when there is no longer any légal obligation 
binding upon a debtor to pay all or some part of his debts. Examples are 
court-approved or voluntary arrangements by which a liability is reduced 
or cancelled, or the involuntary cancellation that occurs by the operation 
of the Statute of Limitations under which the right to enforce collection 


12a 108%. 


At present, cancellation of debt generally gives rise to income only 
when it is considered to be some kind of price rebate. Court cases in this 
area have dealt only with trade liabilities, non-trade debts being considered 
to be of a capital nature. In the leading case of British Mexican Petroleum 
Company, Ltd. v. C.I.R., 6/ the House of lords held that cancellation of 
trade debts in a year subsequent to those in which they arose did not give 
rise to income. This decision was followed in Canada by the Exchequer Court 
in the case of Plimley Automobile Company Limited v. M.N.R. 7/. However, 
in the case of Oxford Motors Ltd. v. M.N.R. 8/ the Supreme Court of Canada 
held that rebates given the taxpayer by its supplier based on the number 
of cars sold from its stock were trade receipts and taxable, even though 
the rebates were to be applied against the taxpayer's indebtedness to the 


supplier. 


In the United Kingdom the decision in the British Mexican Petroleum 
Company, Ltd. case was nullified in 1960 by section 36 of the Finance Act, 
1960, which requires that where any debt has been allowed as a deduction 
for the purpose of computing income from a trade or profession a is subse- 
quently released, the amount released must be regarded as a receipt of such 


trade or profession. 


We believe that when a debt is cancelled the debtor has, in effect, 
received income. For, as the cancellation of liabilities increases a 


person's net assets, his economic power is increased by the amount of 


229 


the debt cancelled. Where a debtor who is in business has one or more of 
his debts cancelled, he has claimed expenses or has recorded assets which 
in fact will have cost him nothing. Income in prior years has, therefore , 
been understated, and it appears only reasonable to require an offsetting 
adjustment in the current year. Because such an adjustment will usually 
only arise when there is a loss, it will serve to reduce the loss rather 


than to create taxable income. 


We are not recommending that the borrower should necessarily be con- 
sidered to have received income at the time the lender merely writes off 
all or some portion of the debt. Although to regard income as arising to 
one party at the time the expense was recorded by the other party has the 
virtue of consistency, such treatment would not be practical in this case, 
and in fact may not be theoretically correct, because the borrower might 


still regard his obligation as a liability that he intended to meet. 


Deeds of gift and of forgiveness would also, under our recommendations, 
result in income to the beneficiary and, because all income would receive 
Similar treatment, it would be of little importance to the beneficiary 
whether such a transaction were considered as a gift or as forgiveness of 
debt. loans between persons not dealing at arm's length should be deemed 
to be gifts unless satisfactory terms of repayment were agreed upon and 
generally complied with. This provision would be necessary because other- 
wise transactions which resembled loans could be set up as a mere cloak for 
a gift or bequest. Therefore, in such a case income should be deemed to 


arise when the debt is incurred rather than when the debt is later cancelled. 


There is a problem in determining when cancellation should give rise 
to a deemed receipt of income. Cancellation of a debt usually requires 
some overt act on the part of the creditor. Debts may, however, become 
unenforceable by reason of the Statute of Limitations. We believe it rea- 
sonable to deem that income has arisen upon the expiry of the limitation 


period. Therefore income should arise at the earliest of: the time of 
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acknowledgment of the cancellation of the debt by the debtdr; the time the 
court approved an arrangement under the Bankruptcy Act; or the expiry of 
the limitation period. It should be noted that, because a limitation period 
does not bar the right but only the remedy, it would not prevent collection 
unless specifically pleaded in an action to collect the debt. Furthermore, 
the limitation might cease to apply because of a subsequent acknowledgment 
of the debt or part payment by the debtor. Nevertheless, because the 
limitation period is fixed, we think it should be the latest time to which 
the recording of income should be deferred by the debtor. In any case, 
whenever a debtor pays an amount which he had previously included in income 
on the ground that his indebtedness to pay the amount was cancelled, he 
should be allowed a deduction from income. This should effectively pre- 


vent any hardship arising from the inclusion in income of the cancelled debt. 


Under the broad concept of income advocated in this Report, cancellation 
of a debt would result in income whether the debtor was solvent or insolvent. 
However, by definition the insolvent debtor would not be in a position to 
pay tax. In the United States this problem has been handled by declaring 
that if a taxpayer is insolvent both before and after a debt is forgiven, 
no income is realized. If he is solvent after the debt is forgiven, income 
is realized to the extent that he was made solvent by the cancellation. 

There has been a great deal of litigation in connection with this point 
and the Internal Revenue Code now provides generally with respect to both 
corporations and individuals that the amount of trade debts cancelled will 
not be included in computing income if the taxpayer agrees to reduce the 
pasis of his assets by the amount of income attributable to the discharge 
of the indebtedness. These provisions therefore allow a postponement of 


tax until the assets are realized. 


The above approach may appear complex. However, for most businesses, 
bringing into income the cancellation of debt would generally only reduce 


the current year's loss, or the prior year's loss carry-forward, and would 
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not give rise to taxable income. This would not be so where either the 
taxpayer was in good financial condition, or where insolvency resulted 

from some circumstance that did not involve a business loss. In the first 
case there should be no problem in meeting the tax liability, while it is 
difficult to conceive of the latter situation arising, particularly if our 
recommendation is adopted that virtually all expenditures should be deductible. 
The problem of discharging the tax liability could be met by allowing up to 
five years to pay the tax, or by introducing a provision similar to the 

one adopted in the United States which allows the option of adjusting the 


tax basis of the underlying assets. 


However, in the case of personal debts (whether or not there is a 
bankruptcy) the problem would not always be solved merely by the alteration 
of a loss carry-back or carry-forward, for the expenditure may have been 
an item of personal consumption and not a business expense used to reduce 
income. In these circumstances, to add a tax assessment to the travails 
of an individual already burdened with the consequences of financial failure 
seems to us to be excessively harsh treatment, and we therefore recommend 
that cancellation of debt should not result in income to the debtor if the 
debt arose in a transaction at arm's length and if the original expenditure 


was not deductible in computing income. 
SUNDRY OTHER ITEMS OF INCOME 


There are several kinds of receipts that are specifically excluded 
from income under section 10 or exempt from tax under section 62(1)(a) of 


the Income Tax Act or under other legislation. 


The comprehensive tax base we recommend should encompass all forms 
of income, and therefore in principle all exclusions and exemptions should 
be terminated. We recommend that all income should be taxed in full and, 
if specific relief were required in respect of payments by the government, 


the need should be met through higher payments. 
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Certain items referred to in section 10 such as workmen's compensation 
and unemployment insurance have already been discussed. The balance of the 
items are briefly discussed below, along with our specific recommendations 
for changes. Because some of the items will expire in time or are subject 
to circumstances that preclude an alteration in the current tax treatment, 


we have not suggested that all of these receipts should become taxable. 


Statutory Exemptions: 
Section 10(1) (a) 


Tax exemptions provided for in other esialation should be removed. 
In particular, the tax-free allowances for Members of Parliament should 
be withdrawn. Members of Parliament should be treated on the same basis 
as other employees and so should be required to bring their allowances 
into income, and at the same time should be allowed to deduct their expenses 
of earning employment income including election expenses. We would expect 
that it would be accepted that the regular place of business of a Member 
of Parliament is his riding, so that all expenses incurred while in Ottawa 
and in travelling to and from Ottawa would be deductible as long as they 


fell within the limits established for such expenses. 


War Saving rtificates: 
Section 1815 @) 


The last of these certificates matured in 1954, and no income has accrued 
since. The section appears to be no longer necessary. Similar tax exemptions 


should not be made in future for debt instruments sold by government. 


aa aed tol) te) of Non-Residents: 


This exemption should be removed if enforcement is practical. 


Service Pe nor Allowances: 
Section 10(1 (a) 


Exemption should be eliminated after consideration has been given to 


a revision of the amounts payable. 
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Service Pension from Another Country: 
Section 10(1)(e) 


There is a problem with respect to individuals now resident in Canada 
in receipt of service pensions from other countries. Unless our recommended 
tax credits offset the tax, the inclusion of these pensions in income could 
create hardships. Therefors we would suggest a five- to pinay time lag 
before these pensions were taxed, so that those individuals who have come 
to Canada on the understanding that their service pensions are not taxable 


would have an opportunity to adjust their affairs. 


Halifax Di hiea} Pensions: 
Section 10(1) (rf) 


These pensions will soon expire, if they have not already done so. If 
it is impossible to adjust the amounts , the present exemption should be 


maintained. 


German Compensation: 
Section 10¢1) (fa) 


These payments will expire in time and, because Canada cannot adjust 


the amount of compensation, this exemption should be continued. 


Royal Canadian Mounted Police Pension: 
Section 10(1) (ga) 


Same as section 10(1)(d). 


Profit Sharing Plans: 
Section 10(1) (4) 


To the extent that these plans are not registered retirement savings 
plans, as discussed in Chapter 16, payments into these plans by the employer 
should be subject to tax in the employee's hands at that time. This is the 


Same treatment as we recommend for unregistered pension plans. 


Prospecting: 
Section 10(1)(3) 


This exemption should be repealed as we recommend in Chapter 23. 
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Governor General: 
Section 10(1)(k) 


The exemption of the Governor General should be maintained and extended 


to Lieutenant-Governors. 


Expense Allowance for Members of a 
Legislative Assembly: 
Section 10(2) 


Same as section 10(1)(a). 


Municipal Officers' Expense Allowance: 
Section 10(3) 


Same as section 10(1)(a). 


Employees of Another Country: 
Section 62(1) (a) 


Because of the special status of foreign diplomatic personnel this 
exemption must remain on a reciprocal basis. However, efforts should be 
made to ensure that the privilege is not abused and that foreign personnel 
who are essentially conducting commercial activities in Canada are subject 


to Canadian tax. 


CONCLUSIONS AND RECOMMENDATIONS 


TRANSFER PAYMENTS 


dis The amounts of all government transfer payments should be reviewed in 
the light of our recommendations in order to ensure that their in- 


clusion in income would not result in hardships. 


eae All government transfer payments, including family allowances, old age 
security payments, unemployment insurance benefits and workmen's com- 
pensation payments, should be brought into the income of the recipient, 
with deductions allowed for specific non-tax contributions to transfer 


programmes. 
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Where a family is in receipt of family allowance payments, the tax 


credits for dependants should not be reduced. 


MISCELLANEOUS RECEIPTS 


4, 


Gambling gains should be brought into income, perhaps subject to a 
small annual exemption for administrative reasons. Gambling losses 
should not be allowed as a deduction from other income, but should be 
deductible from gambling gains; with a carry-back of two years and an 


indefinite carry-forward. 


Cancellation or forgiveness of debt should be treated as income of the 
debtor, except in those instances when the debt arose in a transaction 
at arm's length and was not deductible in computing income. The debt 
should be deemed to be cancelled at the earliest of the following 
times: the time of acknowledgment of the cancellation of the debt 

by the debtor; the time the court approved an arrangement under the 


Bankruptcy Act; or the expiry of the limitation period. 


Specific receipts now excluded from income by section 10 of the Income 
Tax Act should be included in income except in certain cases where the 
payments will terminate in the near future or where special circun- 


stances warrant their continued exclusion from income. 


<2 
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This definition excludes, for example, interest charges on government 
ponds, superannuation payments to retired civil servants, payments 
under annuities purchased from the government and Canada Pension Plan 
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an employee the employer's contribution should be added to the 
employee's income and the employee should deduct both the employer's 
contribution and his own. However, the employee's position is 
simplified where there is no limitation on the deduction, by 


ignoring the employer's contribution. 


M.N.R. v. Morden, [1962] Ex. C.R. 29; M.N.R. v. Walker, [1952] Ex. C.R. 1. 


01952) 16 “E.Co aes 


1.956) ix ta. Re 70. 
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APPENDIX A 
PROBLEMS OF TAX AVOIDANCE 
THE MEANING OF “TAX AVOIDANCE" AND "TAX EVASION" 


Before proceeding to examine the problem of tax avoidance, it would be 
well to explain what we mean by that expression, and how it differs from 
“evasion”. The terms “avoidance" and "evasion" are not defined in the 


Income Tax Act, and, indeed, are rarely used in that statute. 


The terms "avoid" or "avoidance" appear in section 51(2) which gives 
the Minister certain powers where "a taxpayer is attempting to avoid payment 
of taxes"; in section 137(2), which provides for the imposition of tax in 
circumstances where certain indirect payments or transfers are made, "whether 
or not there was an intention to avoid or evade taxes under this Act"; in 
section T58(1); which confers on the Treasury Board certain powers where one 
of the main purposes for a transaction was "improper avoidance or reduction 
of taxes that might otherwise have become payable under this Act"; and in 
section 138A(1), which empowers the Minister to make a direction where cer- 
tain transactions are carried out, one of the purposes of which, in the 
Opinion of the Minister, is to effect a reduction or disappearance of assets 
of a corporation in such a manner that any tax that might otherwise have 
become payable under the Act on a distribution of income "has been or will 


be avoided". 


The term "evade" appears in section 56(1), which provides for the 
imposition of a penalty on every person "who has wilfully, in any manner, 
evaded or attempted to evade payment of the tax payable by him under this 
Part"; in section 132, which creates offences if certain steps are taken or 


attempts made to evade payment of tax; and in section 137(2), (See supra. ) 


Writers on the subject of taxation are usually careful to draw a dis- 
tinction between tax evasion and tax avoidance. The distinction drawn 
between these concepts by the United Kingdom Royal Commission on the Taxation 


of Profits and Income would seem to be equally appropriate for Canadian tax 
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purposes. The term “evasion”, said the Royal Commission: 


" denotes all those activities which are responsible for a person 
not paying the tax that the existing law charges upon his income. 


Ex hypothesi he is in the wrong, though his wrongdoing may range 
from the making of a deliberately fraudulent return to a mere fail- 
ure to make his return or to pay his tax at the proper time." 1/ 


The Royal Commission defined tax avoidance in the following way: 


"By tax avoidance, on the other hand, is understood some act by 
which a person so arranges his affairs that he is liable to pay 
less tax than he would have paid but for the arrangement. Thus 
the situation which he brings about is one in which he is legally 
in the right, except so far as some special rule may be intro- 
duced that puts him in the wrong.” 2 


Thus, evasion is illegal; avoidance is not. 


For our purposes, as will be elaborated below, the expression "tax 
avoidance" will be used to describe every attempt by legal means to prevent 
or reduce tax liability which would otherwise be incurred, by taking ad- 
vantage of some provision or lack of provision in the law. It excludes 
fraud, concealment and other illegal measures. Also, it presupposes the 
existence of alternatives, one of which would result in less tax than the 
other. Moreover, motive would seem to be an essential element of tax avoid- 
ance. A person who adopts one of several possible courses because that one 
will save him the most tax must be distinguished from the taxpayer who adopts 
the same course for business or personal reasons. However, a man's purpose 
or intention may be difficult to determine. "The devil himself knoweth not 
the mind of man". Unless a taxpayer makes an admission as to his purpose or 
has clearly indicated his motivation in some other way, his purpose or inten- 
tion can be determined only by inference or assumption. If he cannot give a 
reasonable explanation for carrying out a particular transaction or for 
carrying it out in a particular way, it may be assumed from the circumstances 


and the nature of the transaction that his purpose was to avoid tax liability. 
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METHODS OF TAX AVOIDANCE 


Tax avoidance may take many forms. 


The taxpayer may wilfully avoid having income. The high tax rates are 
often maligned for reducing the incentive on the part of taxpayers to 
make investment or engage in productive activity. Some taxpayers may 
prefer to conserve their resources, avoid risk, and enjoy their leisure 
rather than share with the state a substantial portion of the fruits of 
their labours. For this kind of tax avoidance there can be no remedy 
but to lower the rates of taxation and so remove the undesirable in- 


fluence on incentive. 


Certain types of tax avoidance are openly countenanced by the law, and, 
of course, it is perfectly legitimate to take advantage of these types. 
For example, the interest from certain government bonds was tax free 


under section 4(j) of the Income War Tax Act, and the Income Tax Act 


gives taxpayers a number of options or elections as to how certain types 
of income are to be taxed. For example, section 85A gives the taxpayer 
an election as to how stock option benefits are to be taxed; section 

105 permits the distribution of corporate surplus in some circumstances 
at a flat 15 per cent rate. A taxpayer may make a gift to charity or 
get married in the last month of the year with the purpose of increasing 
his deductions and reducing his tax liability. In these cases both the 
language of the statute and the policy of the statute combine to permit 
these courses of action. The controversy with respect to such avoidance 


is one of policy rather than of law. 


In other cases the taxpayer may have availed himself of various schemes 
and devices in order to get relief from what might be considered his 
just burden of taxation by arranging his transactions so as to fall 
outside the four corners of the taxing statute. A few random examples 


are given below: 


a) Income splitting by means of intra-family arrangements, trusts 


b) 


c) 


a) 


e) 


f) 


g) 


540 


and controlled corporations, so as to escape progressive tax 


rates. 


Distribution of corporate surplus at less than the normal rates 


of personal or corporate tax, that is, "dividend stripping". 


Dissociating associated companies so as to escape the higher 


corporate tax rate under section 39. 


Depersonalizing a personal corporation by having it acquire an 
active business, in order that dividend income will be received 


tax free. 


Purchasing a defunct company which has incurred a heavy loss so 


as to use up that loss against future profits. 


Arranging for what would normally be income to be received as 
capital, for example, by taking a discount or a premium on a 
loan instead of charging a higher rate of interest to compensate 


for the capital risk. 


Transferring income to a corporation or trust established in a 
jurisdiction which imposes no income tax or imposes such tax at 


low rates. 


WHETHER TAX AVOIDANCE IS AN EVIL 


It is to be observed that the use of such arrangements is far from 


being universally criticized or condemned. The United Kingdom Royal 


Commission on the Taxation of Profits and Income pointed out that there was 


no general principle that a man owed a duty not to alter the disposition of 


his affairs so as to reduce his existing liability to tax and ventured the 


opinion that such a general principle neither could nor ought to be intro- 


duced. 


The following reasons were given by the Commission: 


"First, it is too wide to be maintainable. Suppose that a man, 
influenced by the high rate of taxation on his marginal income, 
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distributes some of his investments among adult members of his 
family to whom he had been in the habit of paying allowances out 

of his taxed income. Suppose that another man, similarly in- 
fluenced, sells some of his income-yielding investments in order 

to put the proceeds into National Savings Certificates. Is either 
@ case in which the man ought to be treated for tax purposes as if 
his income was still what it was before the transaction? Secondly, 
there is no true equity to support such a general principle. Taken 
at any one moment of time the affairs of different taxpayers are 
arranged in the most various forms and the extent to which they 
respectively incur a burden of tax may vary correspondingly. There 
is no reason to assume that the situation of any one taxpayer at 
that moment is the fairest possible as between himself and others 
differently situated: and if there is not, it seems wrong to pro- 
pound any principle that would have the effect of fixing each tax- 
payer in his situation, without allowing him any chance of so al- 
tering his arrangement as to reduce his liability to assessment." 3/ 


However, after affirming the general right of a taxpayer to arrange 
his affairs so as to pay the least amount of tax, the Royal Commission did 
go on to criticize those arrangements by which a taxpayer deflected his 
income to others while retaining effective control of the enjoyment and 
disposition of it, as where he used a corporation or trust: 

"The tax avoidance that should be struck at is to be found in 

those situations in which a man, without being in law the owner 

of income, yet has in substance the power to enjoy it or control 

the disposition of it in his own interest. For it is in such 

situations that a man can be seen to be the effective owner of 

income, though he would not be liable, if legal forms alone were 

attended to, to pay his share of tax in respect of it." 4/ 

Others contend that a taxpayer is entitled to be astute to prevent the 
depletion of his resources by the government. Tax laws, they say, are an en- 
croachment on the liberty of the citizen, who is perfectly entitled to get 
around them if he can legally do so. There is no obligation to contribute 
to the support of government when the statute does not require the taxpayer 
to do so. The legislation spells out the liability for taxation, which 
depends on objective facts regardless of the purpose or intent of the 


individual. 


On the other hand, a variety of considerations may be catalogued in 


condemnation of tax avoidance of the kind referred to in paragraph 3 above: 


1. Loss of revenue to the government; the amount is difficult to estimate. 
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2. The fruitless expenditure of intellectual effort by some of the 
country's ablest lawyers, accountants and administrators in the 


economically unproductive tax avoidance battle. 


36 The sense of injustice and inequality which tax avoidance raises in 
the breasts of those unable or unwilling to profit by it. Opportunities 
of tax avoidance are not equal, for it clearly has little practical 
meaning to salaried and wage-earning taxpayers from whom tax is de- 


ducted at source. 


h, Deterioration of tax morality. When a taxpayer employs a variety of 
schemes and devices to exploit the loopholes in the Income Tax Act 
and thereby minimize his taxes, he lowers the level of tax morality. 
Indeed, it may be said that the widespread practice of tax avoidance 
will lead to an increase in tax evasion. Taxpayers who have little 
opportunity to practise tax avoidance and see others using legal means 
to reduce their taxes are sorely tempted to adopt illegal methods to 
achieve the same result. As has happened in other countries, if tax- 
payers generally form the notion that tax avoidance is an accepted 


practice, the system of self-assessment may break down. 


5. A taxpayer who uses devices and schemes to minimize the tax that he 
should pay reduces his tax burden unfairly and shifts the avoided tax 
to other taxpayers. There is little information available as to how 


much of the tax burden is shifted through tax avoidance devices. 


In general we concur with the conclusions of the United Kingdom Royal 
Commission on this subject. If a man gives up the right to income and to 
any control over the income or the source of income, even with the avowed 
purpose of reducing his tax liability, he should not be taxed on that in- 
come. However, if he contrives matters in such a way that he continues to 
enjoy the benefits of income, or if he continues to control the source or 


disposition of income, he should not be allowed to reduce his liability 
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below what a taxpayer in similar circumstances receiving the income would 
normally expect to pay under the tax system. The taxing statute should 


contain sufficient provisions to prevent this latter type of avoidance. 
THE ATTITUDE OF THE COURTS TOWARD TAX AVOIDANCE 
Canada and the United Kingdom 


As a prelude to examining the legislative approach to tax avoidance, 
it is important to examine the attitude of the courts to the subject. The 
need, if any, for a legislative remedy or solution and also the form it 
should take must depend in part on the judicial approach to tax avoidance 


and to the interpretation of taxing statutes. 


The traditional judicial approach to the determination of tax liability 
is, first, to determine the meaning of the statute in accordance with certain 
well-established canons of construction and, second, to determine the true 
legal effect of the taxpayer's transactions and arrangements , and then decide 
whether they fall within the statutory language. 


As for the first step, it is a well-established rule of English and 
Canadian income tax law that taxing statutes are to be strictly construed 
and effect given only to the letter of the law, according to the plain, 
ordinary meaning of the language used, regardless of its spirit or the 
supposed intention of Parliament. Perhaps the most frequently quoted 


authority for this proposition is the following passage from the judgment 


of Lord Cairns in Partington v, Attorney-General; 


"If the person sought to be taxed comes within the letter of the 
law he mist be taxed, however great the hardship may appear to the 
Judicial mind to be. On the other hand, if the Crown, seeking to 
recover the tax, cannot bring the subject within the letter of the 
law, the subject is free, however apparently within the spirit of 
the law the case might otherwise appear to be. In other words, if 
there be admissible, in any statute, what is called an equitable 
construction, certainly such a construction is not admissible in a 
taxing statute, where you can simply adhere to the words of the 
statute." 5/ 
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This passage has been cited with approval in subsequent decisions of the 


House of Lords and also by the Supreme Court of Canada 6/. 


According to one commentator, "The origin of this rule of strict con- 
struction of taxing statutes is not very clear. It probably originated in 
the dislike of judges for unmeritorious defences to civil actions based on 
stamp duty points and was originally stated more as a rule that the onus was 


on the Crown to show clearly that the case fell within the statute.” 7/ 


The application of the rule of strict construction has been carried to 
extreme lengths by Canadian courts in cases arising under section 21 of the 


Canadian Income Tax Act. For example, in M.N.R. v. MacInnes 8/ the taxpayer 


gave money and bonds to his wife, who purchased bonds with the money; she 
then sold all of the bonds and with the proceeds purchased other property 
which she sold; with the proceeds of that sale she purchased still other 
income~yielding property. The income from the last purchased property was 
sought to be taxed as income of the husband. It was held that the section 
taxed the transferor only on the income from the property transferred by 
him to his wife or from property substituted therefor, and did not extend 
to property substituted for such substituted property. A taxable substitu- 
tion was limited to one exchange. As has so often been the case when 
decisions have been based on a narrow, literal construction of the statutory 
language in disregard of legislative policy, Parliament responded immediately 


with an appropriate amendment 9/. 


The courts frequently refer to the rule of strict construction and. 
often rely on it to reach a decision, either in favour of the taxpayer or 
against him, which is not consistent with the general scheme of the legis-~ 
lation or its apparent intent. On the other hand, the courts sometimes 


ignore the rule or modify it in order to reach what seems to be a sensible 


result. For example, in Settled Estates Limited v. M.N.R. 10/ the Supreme 
Court held that a trust was not an “individual” for the purpose of deter- 


mining whether a corporation was a personal corporation notwithstanding 
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the words of section 63(2), which provides that “a trust or estate shall, 


for the purposes of this Act,...be deemed to be...an individual". In M.N.R. 


v. Pillsbury Holdings Limited 11/ the Exchequer Court restricted the meaning 
of the general words "a benefit or advantage has been conferred on a share- 


holder by a corporation", which appear in section 8(1), to refer only to 
benefits or advantages conferred on a shareholder qua shareholder. In other 
cases the wording of a statutory provision is ambiguous and the court must 
resolve the ambiguity. This is normally done by reference to the context 


and in such a way as to give a reasonable meaning to the provision 12/ 


As for the second step, there is an abundance of judicial authority to 
the effect that the legal significance of a taxpayer's conduct and arrange=- 
ments is to be determined without reference to his motives in seeking to 
avoid tax. The proposition is often put that a court will give effect to 
the substance rather than to the form of the taxpayer's transactions, mean- 
ing that the court will give effect to the true legal relationship arising 
from the transaction, and will collapse mere sham transactions. The leading 
Statement of this rule was uttered by Lord Tomlin in I.R.C. v. Duke of 


Westminster: 


“Apart, however, from the question of contract with which I have 
dealt, it is said that in revenue cases there is a doctrine that 
the Court may ignore the legal position and regard what is called 
‘the substance of the matter,' and that here the substance of the 
matter is that the annuitant was serving the Duke for something 
equal to his former salary or wages, and that therefore, while he 
is so serving, the annuity mst be treated as salary or wages. 
This supposed doctrine (upon which the Commissioners apparently 
acted) seems to rest for its support upon a misunderstanding of 
language used in some earlier cases. The sooner this migunder- 
standing is dispelled, and the supposed doctrine given its quietus, 
the better it will be for all concerned, for the doctrine seems 
to involve substituting 'the incertain and crooked cord of dis- 
cretion' for 'the golden and streight metwand of the law'. [hk 
Inst. 41]. Every man is entitled if he can to order his affairs 
so as that the tax attaching under the appropriate Acts is less 
than it otherwise would be. If he succeeds in ordering them so 
as to secure this result, then, however unappreciative the Com- 
missioners of Inland Revenue or his fellow taxpayers may be of 
his ingenuity, he cannot be compelled to pay an increased tax. 
This so-called doctrine of 'the substance' seems to me to be no=- 
thing more than an attempt to make a man pay notwithstanding that 
he has so ordered his affairs that the amount of tax sought from 
him is not legally claimable." 13/ 
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As a general rule the reasoning in the Duke of Westminster case is 
regarded with favour by the courts in Canada, and taxability is normally 
determined according to the strict legal position of the taxpayer and the 
legal effect of the transaction. That is to say, the courts normally take 
the words of the taxing statute as they find them and apply them to any 
particular transaction on the basis of its legal effect also as they find 
it. This is the rule of the legal result or effect as opposed to that of 


financial or economic effect 1h/. 


The court will not, of course, recognize or give effect to sham trans- 


actions. Lord Tomlin in the Duke of Westminster case warned that his state- 


ment quoted above must not be taken to mean that the apparent legal form of 
a transaction governs even if it is not intended to have legal effect. He 


stated: 


"There may, of course, be cases where documents are not bona fide 
nor intended to be acted upon, but are only used as a cloak to 
conceal a different transaction. No such case is made or even 
suggested here. The deeds of covenant are admittedly bona fide 
and have been given their proper legal operation. They cannot 
pe ignored or treated as operating in some different way because 
as a result less duty is payable than would have been the case 

if some other arrangement (called for the purpose of the appel- 
lants' argument 'the substance') had been made." 1 


This rule has also been applied in Canada. For example, in Front & Simcoe 


Limited v. M.N.R. 16/ the Exchequer Court refused to recognize the form in 


which a transaction was cast by finding that it was only a mask to hide 
another transaction—the money in question was asserted to be damages for 
cancellation of a lease, but the Court found that it was in fact prepaid 


rent under the lease pera ae 


In time of grave national crisis, the House of Lords was critical of 


the doctrine set down in the Duke of Westminster case and heaped moral cen- 


sure on the practitioners of tax avoidance. Lord Simon said in Latilla v. 


Teel as 


eee 


"My Lords, of recent years much ingenuity has been expended in 
certain quarters in attempting to devise methods of disposition 
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of income by which those who were prepared to adopt them might 
enjoy the benefits of residence in this country while receiving 

the equivalent of such income without sharing in the appropriate 
burden of British taxation. Judicial dicta may be cited which 
point out that, however elaborate and artificial such methods may 
be, those who adopt them are 'entitled' to do so. There is, of 
course, no doubt that they are within their legal rights, but that 
is no reason why their efforts, or those of the professional gentle- 
men who assist them in the matter, should be regarded as a commend- 
able exercise of ingenuity or as a discharge of the duties of good 
citizenship. On the contrary, one result of such methods, if they 
succeed, is, of course, to increase pro tanto the load of tax on 
the shoulders of the great body of good citizens who do not desire, 
or do not know how, to adopt these manoeuvres.” 18 


After the war, however, the Duke of Westminster principle seemed less ob- 
noxious to the House of Lords. Thus, in Vestey's Executors v. I.R.C., 
Lord Normand said: 
“Parliament in its attempts to keep pace with the ingenuity de- 
voted to tax avoidance may fall short of its purpose. That is a 
misfortune for the taxpayers who do not try to avoid their share 
of the burden, and it is disappointing to the Inland Revenue. 
But the court will not stretch the terms of taxing Acts in order 
to improve on the efforts of Parliament and to stop gaps which 
are left open by the statutes. Tax avoidance is an evil, but it 
would be the beginning of much greater evils if the courts were 
to overstretch the language of the statute in order to subject 
to taxation people of whom they disapproved." 19/ 
In 1955, when the Royal Commission on the Taxation of Profits and Income 
submitted its report, they stated that "the prevailing doctrine in this 


country" is that established in the Duke of Westminster case. 


The effect of the two facets of the judicial approach to taxation 
described above is to favour the careful or foresighted taxpayer who, by 
arranging his affairs, may bring his gains outside the sphere of taxation 
provided for in the statutory language which he hopes and expects will be 
strictly and literally construed by the courts. However, it also works 
against the unwary taxpayer who fails to arrange his affairs and runs 
afoul of a technical provision in the Act. He may incur a tax liability 
which was never intended, but he is trapped by the legal effect of his 


transaction and the literal interpretation of the statute. 


The argument in favour of the traditional judicial approach is that it 
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provides a degree of certainty. It enables the taxpayer to plan his 
affairs and make business decisions with some assurance of what the tax 
consequences will be. If the courts were to depart from either of the 
principles we have referred to without very good reason, they would be 
embarking on a dangerous path. Their decisions would depend on the per- 
sonal views of the judge as to what the law should be, or what it was in- 


tended to be, rather than on what the legislature has said that it is. 


We agree that the courts should not depart lightly from the words used 
in the statute or from the legal effect of a transaction in resolving its 
tax implications. However, it may be suggested that the courts should also 
have regard to the equities of the situation and the apparent purpose of 
Parliament, and should modify or limit the strict literal meaning of words 
where this is necessary to reach a sensible result. This would assist in 
the development of a better and more equitable tax structure. It would 
reduce the necessity for so many loophole-closing amendments which gradually 
clutter up and complicate the statute. The courts, however, must reach their 
decisions primarily by reference to the statute. Their job will be made much 


easier if the legislation is well drafted and consistent in itself. 
The United States 


The Construction of Taxing Statutes. It is illuminating to trace the evolu- 
tion of the judicial approach to the interpretation of taxing statutes and 


to tax avoidance under United States income tax laws. The traditional 
English and Canadian rules of statutory interpretation were at one time 


embraced by United States judges. ‘Thus, in United States v. Merriam 20/ 


the Supreme Court applied the oft-quoted passage from Lord Cairns’ judgment 


in Partington v. Attorney-General, and in Gould v. Gould the court said: 


"In the interpretation of statutes levying taxes it is the estab- 
lished rule not to extend their provisions, by implication, beyond 
the clear import of the language used, or to enlarge their opera-~ 
tions so as to embrace matters not specifically pointed out. In 
case of doubt they are construed most strongly against the Govern- 
ment, and in favour of the citizen.” 21/ 
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This approach to statutory interpretation has since been discarded. The 
more recent approach is shown by the opinion of Stone, J. in White v. 


United States: 


"We are not impressed by the argument that, as the question here 
decided is doubtful, all doubts should be resolved in favor of the 
taxpayer. It is the function and duty of courts to resolve doubts. 
We know of no reason why that function should be abdicated in a tax 
case more than in any other where the rights of suitors turn on 

the construction of a statute and it is our duty to decide what 
that construction fairly should be." 22/ 


Judicial Anti-Avoidance Doctrines. A similar evolution has occurred with 


respect to the rule that every man is entitled to arrange his affairs so as 


to minimize his taxes. In the leading case of United States v. Isham 23/ 


the Supreme Court held, in a prosecution for failure to affix a stamp to an 
instrument, that the form of the instrument rather than its substance and 
effect governed and that the stamp was not required. The Court said: 

"To illustrate. The Stamp Act of 1862 imposed a duty of two cents 

upon a bank check, when drawn for an amount not less than twenty 

dollars. A careful individual, having the amount of twenty dol- 

lars to pay, pays the same by handing to his creditor two checks 

of ten dollars each. He thus draws checks in payment of his debt 

to the amount of twenty dollars, and yet pays no Stamp duty. This 

practice and this system he pursues habitually and persistently. 

While his operations deprive the Government of the duties it might 

reasonably expect to receive, it is not perceived that the practice 

is open to the charge of fraud. He resorts to devices to avoid 

the payment of duties, but they are not illegal. He has the legal 

right to split up his evidences of payment, and thus to avoid the 

tax. The device we are considering is of the same nature." 2)/ 

This doctrine was discarded to a large extent in the decision of 
Gregory v. Helvering 25/. In that case the court was required to construe 
the meaning of the tax-free reorganization provisions of the Revenue Act 
of 1928. Mrs. Gregory, in a technically perfect scheme, carried out a 
series of transactions each of which was tax free under a literal inter- 
pretation of the statute. The effect of all the transactions was to permit 
her to make a gain on the sale of stock which normally would have been tax- 
able. But the Court refused to interpret the statute literally. It brushed 


aside the "elaborate and devious" form of the transaction masquerading as a 


220 


reorganization and upheld the government's position. In doing so it ex- 
plicitly excluded from consideration the question of motive—avowedly 
avoidance—and rested its conclusion on the ground that the statute meant 
by reorganization a transaction in furtherance of the reorganized corpo- 
ration's business. It held that when measured by this test the scheme was 
outside the plain intent of the statute. Thus, the court interpolated into 
the Congressional definition something not written there, namely, the re- 


quirement of business purpose. 


The “business purpose" doctrine is not limited to the reorganization 


provisions of the Code, but is applied to the entire statute. In Weller v. 


Commissioner the court said: “Thus the principle laid down in the Gregory 
case is not limited to corporate reorganizations, but rather applies to the 
federal taxing statutes generally. The words of these statutes which 
describe commercial transactions are to be understood to refer to trans- 
actions entered upon for commercial purposes and 'not to include transactions 
entered upon for no other motive but to escape taxation'" 26/. The Internal 
Revenue Service has used the doctrine as an overall weapon for combating tax 
avoidance and has succeeded in some instances and failed in others. The 
precise scope of the doctrine is not entirely clear. In the words of one 


commentator : 


“Where do we draw the line in defining the areas to which the 
business purpose doctrine applies? This is not an easy question 
to answer, and it is complicated by the fact that among the judges 
of the many courts over our country before whom tax cases are 
tried or heard on appeal, there are wide divergencies in attitudes 
towards the doctrine, ranging from empathy to outright hostility... 
I would venture the following as a capsulized statement of the 
contours of the test. ‘The business purpose doctrine is an appro- 
priate tool for testing the tax effectiveness of a transaction, 
where the language, nature and purposes of the provision of the 
tax law under construction indieate a function, pattern and design 
characteristic solely of business transactions. While the courts 
have not articulated the doctrine in precisely these terms, most 
of the cases decided by courts that are not hostile to it will 
pretty well fit into this formulation. And as thus formulated it 
appears to me to be a wholesome and useful technique for prevent- 
ing distortion and misuse of the statute.” 27/ 


Two other United States judicial anti-avoidance doctrines should be 
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mentioned. The first of these is the step transaction doctrine, under 
which a corporate adjustment is looked at as a whole. Even though it may 
consist of several steps, each of which considered alone would be tax free, 
the entire transaction will not be tax free if, as a whole, it does not meet 
the requirements of the statute. The doctrine is illustrated by the case of 


Helvering v. Elkhorn Coal Co. 28/ In that case Corporation M desired to 


acquire the operating assets of Corporation E but not its investments, which 
were substantial. E thereupon organized Corporation X to which it trans- 
ferred all of the investment assets. X issued all of its stock to E, which 
distributed it to its shareholders. E then transferred its remaining assets 
to M for stock of M; E was dissolved and the M stock was distributed to E's 
shareholders. It was contended that each step in this transaction was tax 
free. The court held, however, that the transaction must be viewed as a 
whole, and that the transfer of E's operating properties to M was not tax 
free since it did not constitute the transfer of substantially all of E's 


properties, as the statute required. 


The last doctrine, the economic approach to the consequences of trans- 


actions, has been applied in a number of situations to prevent tax avoid- 
ance. Briefly, the court has regard to economic considerations and not only 
to legal formalities such as contracts, property and so on, in order to 
distinguish "substance" from "form" or "sham" from "reality". In deter- 
mining the reality or fictional character of a transaction—say, an indebted- 
ness for interest payment or the ownership of a trust corpus—the court has 
adopted an economic test, rejecting legal tests of contract in the one case 
and property in the other. According to one commentator the economic 
approach by the courts has probably had its most important impact on the 
taxation of family income, particularly in the treatment of family trusts. 
For example, in one case the doctrine was used to defeat avoidance through 
the use of a short-term trust; the income from it was taxed to the grantor 
who retained powers of administration over the trust rather than to the 


beneficiary, the court refusing to recognize that the grantor ceased to be 
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the owner of the corpus after the trust was created. According to Heller- 
stein, "Reliance on economic factors to strike down tax avoidance is the 
broadest and the most elusive of the judicial barriers to tax avoidance that 
we have considered; and inevitably it has produced the widest variations in 


acceptance and application among the judges” 29/. 
THE ATTITUDE OF THE LEGISLATURE TO TAX AVOIDANCE 


Having regard to the established judicial approach to the interpreta- 
tion and application of taxing statutes, action to counter tax avoidance 
must come primarily from the legislature. The approaches available to 
Parliament to correct avoidance may be divided conveniently into four 


types ; 


1. The "sniper" approach, which contemplates the enactment of specific 
provisions which identify with precision the type of transaction to 
be dealt with and prescribes with precision the tax consequences of 


such a transaction. 


2. The “shotgun” approach, which contemplates the enactment of some general 
provision which imposes tax on transactions which are defined in a 


general way. 


3, ‘The "transaction not at arm's length" approach, which applies where the 
parties to particular types of transactions are not dealing with each 
other at arm's length and provides that the tax consequences will be 


different than they otherwise would be. 


h, The “administrative control" approach, which contemplates the grant of 
wide powers to an official or an administrative tribunal in order to 


counter tax-avoidance transactions. 


In its efforts to keep pace with the ingenuity and inventiveness of tax- 
payers bent on minimizing their tax liability, Parliament has enacted pro- 


visions which fall into all four categories. In some cases these efforts 
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have been too little and too late. In others they have gone beyond what was 
necessary and have penalized or inhibited bona fide transactions along with 


those which are reprehensible. 
The "Sniper" Approach 


Specific Provisions. Several provisions of the Income Tax Act are directed 
at particular types of avoidance transactions. For example, sections 21 and 
ee, dealing with intra-family transfers of property, are intended to avoid 


income splitting by property transfers to spouses and minors under 19 years 


of age. 


Section 24 provides that where a security is received in satisfaction 
of an interest, dividend or other income debt, its value will be included 
in the recipient's income. The purpose of the section is to render in- 
applicable the doctrine that the giving of a promise to pay does not con- 
stitute payment, and to prevent the avoidance of taxation through the 


issuance of valuable securities in place of actual payment. 


Another example of specific legislation aimed at tax avoidance is 
section 25 which deals with particular types of payments passing between 
an employer and an employee which, under the section, are deemed to be 


remuneration for services. 


Other examples of the sniper approach to legislation against tax avoid- 
ance are contained in subsections (2) to (9b) inclusive of section 28 and 
section 105B, relating to payments of dividends out of designated surplus 


of a corporation. 


Appraisal: Advantages. The advantages of the sniper approach may be sun- 


marized as follows: 


First, it can be argued that a person's liability to pay taxes should 
be imposed in explicit terms and with the authority of Parliament; and that 


this precept is not observed where control of tax avoidance is maintained 
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through the use of some general declaration of principle governing tax 
avoidance and particularly where the application of the principle and the 
consequential tax adjustment is left to the discretion of the Department 
or some other body. If general or discretionary provisions are enacted, 
Parliament does not know when they will be applied or how far they may be 


extended. 


Second, where specific anti-avoidance provisions are enacted they are 
relatively clear and certain in their application and they tend to produce 


certainty in the law. If they prove inadequate they can be amended. 


The United Kingdom Royal Commission on the Taxation of Profits and 
Income explicitly rejected any departure from the system adopted under the 
United Kingdom Act of detailed legislative control of the various forms of 
tax avoidance. The Commission concluded that the specific provisions in 
the British law were adequate to deal with most forms of tax avoidance and 
that they had been supplemented by many court decisions. The Commission 
considered that in any event "avoidance is not a word of exact meaning or 


at any rate does not denote an activity that is in all contexts obnoxious". 


Appraisal: Undesirable Features. First, since it is impossible to foresee 
every technique of tax avoidance, specific provisions can be effective only 
in so far as the legislators and the draftsmen can foresee the possible 
actions that might be taken by tax avoiders. Specific provisions in the 
Candian legislation have been far from totally effective in thwarting 
avoidance devices: “dividend-stripping™ operations were carried on openly 
until the resort by Parliament to ministerial discretion in 1963; repeated 
amendments to the "associated corporations" provisions did not establish 
satisfactory control until the remedial legislation of 1963, invoking 
ministerial discretion; several “income-splitting” arrangements have 


slipped through the net of section 21. 30/ 


Second, legislation aimed at specific avoidance often opens new Loop- 


holes. That is, particularization breeds avoidance. The significance of 
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this feature depends, of course, to a large extent on the skill of the 
draftsman. The following comment concerning the experience in the United 


States is interesting: 


“As the years rolled on and the Treasury and Congress awakened to 
the realization that avoidance was rife, the process of statutory 
amendment was adopted as a means of checking it; and there were 
enacted particular provisions to prevent specific types of avoid- 
ance. But...particularization in a statute leaves less room for 
the play of judicial interpretation and hence, while a particular 
device is eliminated, avoidance in general is not decreased. In 
other words, particularization reaches its immediate objective 
but gets no closer to the ultimate goal. It wins the battles but 
loses the wars. So while the legislators passed amendments right 
and left, they discovered that when they closed the dike in one 
place, they often used an implement which opened up a hole right 
next to it. Congress was fighting a losing battle until the 
Supreme Court came to its aid in the Gregory case. Taxpayers were 
becoming bolder and bolder, and, relying, with a confidence built 
up by earlier cases, on the doctrine that the law meant what it 
said, were pursuing every scheme that complied with the law as it 
read. Generally speaking, the lower courts justified this con- 
fidence, but with the Gregory decision the avoidance balloon was 
considerably deflated. Taxpayers discovered that no longer did 
safety lie in the literal meaning of the statute." 31/ 


Third, the sniper approach may result in inequity in circumstances 
where the draftsman, eager to catch all avoiders, casts the net very wide 
and thereby may reach situations never intended to be included. Yet the 
language of the statute is so specific that it is impossible for the court 
to afford relief through interpretation, for as the articulation of the 
statute increases, the room for interpretation must contract. Thus , 
section 139(5), (5a) to (5a) and (6), which specifically define persons 
who are deemed not to deal at arm's length, often apply to persons who in 
fact deal at arm's length, and in this way may well constitute a hardship. 
One commentator has described the difficulty and proposed a solution in 
the following terms: 

"The draftsmen of the statute, in their eagerness to catch the 

‘avoiders', have drawn within the range of the statute, no doubt 

unwittingly, situations which, when they are brought to light, 

were never intended to be included. Here perhaps is the worst 

feature of the present tendency toward particularity. Under the 

1957 Act, many corporations engaged in trade or business, both 

domestic and foreign, and wholly legitimate in character, find 

themselves within the net of the personal holding company, and 

80 face ruinous taxes. The language employed is so exact and 


specific that it is impossible to afford relief through inter- 
pretation. Thus the ultimate effect is to create greater 
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inequalities, when the avowed purpose is to iron out inequalities.... 
But in the field of the so-called 'abuses'...it is suggested, 


although with some hesitation, that perhaps a sounder result 

may be obtained by the use of less particularity and more general- 

ity in language, even at the sacrifice of exactitude in the chart.... 

In this rather narrow field, might it not be advisable to give 

the Treasury and the courts somewhat more elastic language, lan- 

guage which will be susceptible of rational application in situa~ 

tions which are not foreseeable when the Act is drawn? On the one 
hand, this greater flexibility would tend to correct the so-called 

'abuses' by deterring individuals from embarking on schemes which 

the very presence of such flexibility will render highly doubtful 

of success, and so too dangerous to attempt; and, on the other, 

would permit the exclusion from the punitive provisions of trans- 

actions which are quite proper and legitimate.” 32/ 

Fourth, the use of highly particularized language aimed at specific 
avoidance devices assists the potential tax avoider "because it defines 
for him the obstacle that he must be ingenious to get around”, said the 
United Kingdom Royal Commission on the Taxation of Profits and Income. 
The Commission was critical of the tendency of draftsmen, in order to meet 
this problem, to cast statutory provisions in language that is more and 
more vague and imprecise in the hope of covering some unforeseen situation-- 
the very solution proposed in the third argument, supra, to meet the in- 


equity and hardship discussed in that paragraph. 


Fifth, anti-avoidance legislation is responsible for much of the 
obscurity in the Act, couched as such legislation often is in tortueus and 
obscure language of unrivalled complexity and difficulty. See, for example, 
subsections (5) to (6) inclusive of section 139, subsections (4) to (7) 
inclusive of section 39, subsections (2) to (9) inclusive of section 28 
and sections 105B, 105C and 139A. The United Kingdom Royal Commission 
recommended modification of the legislation “that will make it shorter, 
briefer and more precise". It would be easy to make the legislation shorter 


and briefer but it may be difficult to make it at the same time more precise. 
The "Shotgun" Approach 


The Use of General Provisions. Because of the impossibility of foreseeing 


all possible methods of avoidance, and perhaps also to obviate some of the 
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undesirable features of the “sniper™ approach described above, Parliament 
has enacted a number of anti-avoidance provisions in general language which 
are not directed at any specific device or technique. The rationale for 


such general provisions was well stated in a recent Australian judgment: 


"It is perhaps inevitable in an acquisitive society that taxation 
is regarded as a burden from which those who are subject to it 
will seek to escape by any lawful means that may be found. This 
is generally called tax avoidance and it is successful if by 
reason of what is done what is potentially taxable is put outside 
the effective operation of the revenue laws. Furthermore, in the 
absence of a special law a genuine transaction does not lose its 
legal effect because it was carried out to avoid, limit or post- 
pone tax. It is the recognition of this that accounts for the 
legislature casting its net wide to frustrate the attempts of 
those confronted with tax liabilities to get round the law. As 
often as a particular loophole is closed through which it has 
been discovered that revenue is lost, another is likely to be 
found, so that as long as it confines itself to stopping gaps the 
legislature is always a step behind reluctant taxpayers and their 
ingenious advisers. It is not, therefore, surprising that par- 
liament has sometimes sought to anticipate tax avoidance by general 
laws rendering ineffectual against the Commissioner arrangements 
which are not shams but are entered into to avoid taxation obliga- 
tions that would otherwise in due course be incurred." 


Section 16(1) of the Act provides that a payment or transfer of pro- 
perty made on the direction of a taxpayer or with his concurrence to some 
other person for the benefit of the taxpayer or as a benefit which he 
desired to have conferred on the other person, will be included in com- 
puting the taxpayer's income to the same extent as if it had been made to 
him. In our opinion this provision is clear in its intent and sufficiently 
general in its wording to allow the courts room for interpretation and 
application according to the circumstances in each case. A provision of 


this kind should be retained in the Act. 


General anti-avoidance provisions in the Income Tax Act may be grouped 


into a number of classes or approaches which are discussed below. 


The 'Reasonableness" Test. <A number of sections in the Income Tax Act 
sanction the recognition of certain transactions for tax purposes in so 
far as they are reasonable, regardless of their form or legal effect. For 


example, section 7(1) requires the inclusion in income of that part of a 
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payment under a contract that " ..can reasonably be regarded as a payment of 
interest or other payment of an income nature”. This provision was recently 
held applicable in the case of 4 sale of a farm where the price was higher 
than that paid for other farms in the area and was payable over eight years 


in instalments without interest 34/. 


Section 11(1)(c) permits the deduction in computing income only of 
such an amount of an interest payment as is reasonable. Section 12(2) 
prohibits the deduction of an outlay or expense except to the extent that 


it was reasonable in the circumstances. 


Section 20(6)(g) provides for the allocation of a price received 
partly for depreciable property of a prescribed class and partly for some- 
thing else. It provides that the proceeds of disposition of the depreciable 
property are "the part of the amount that can reasonably be regarded as 


being the consideration for such disposition". 


It will be observed that a number of these provisions relate to parti- 
cular types of transactions or amounts. However, they depend for their 
operation on a general word, "reasonable", which leaves room for the 
exercise of judicial discretion. For this reason they may be classed as 
being within the "shotgun" approach rather than the "sniper" approach to 


legislation against tax avoidance. 


The Undue and Artificial Reduction of Income. Section 137(1) provides that 


in computing income for the purposes of the Income Tax Act no deduction may 


be made in respect of a disbursement or expense made or incurred in respect 
of a transaction or operation that, if allowed, would “unduly” or “arti- 
ficially” reduce the income. The section leaves the question of undue or 
artificial reduction of income to be finally determined by the courts, 


without providing any criterion by which to determine that question. 


It is to be observed that the United Kingdom Royal Commission was 


critical of a British tax avoidance provision that struck at "artificial" 
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transactions and "artificial" operations. The Commission pointed out that 
"...a transaction is not well described as ‘artificial' if it has valid 
legal consequences, unless some Standard can be set up to establish what is 


‘natural' for the same purpose. Such standards are not readily discern- 
ible" 35/. 


The precise scope and meaning of section 137(1) has not been clearly 
marked out by the courts, which have had few occasions to consider it. The 
Minister has relied successfully on the provision on at least three occa- 
sions 36/. In none of these cases has the meaning of "artificial" emerged 
with any clear meaning. In the Shulman case Ritchie, D. J. stated that: 
"In the context found here, ‘artificially' means 'unnatural',—'opposed to 
natural’ or ‘not in accordance with normality'" 37/. It will be observed 
that unreasonable expenses are disallowed by section 12(2) of the Act. 
Expenses which are not incurred to earn income are disallowed by section 
12(1)(a). Personal or living expenses are disallowed by section 12(1)(h). 
in view of these provisions and in view of the difficulty in determining 
what is artificial, it seems probable that section 137(1) would be held 
applicable only in rare and extreme cases. However, it may be useful as a 


deterrent and should be retained. 


The Benefit Approach to Incane. In several sections of the Act, a taxpayer 
is required to include in his income certain "benefits" or "advantages", 
For example, section 5(1)(a) includes as income from an office or employment 
the value of all benefits (with certain exceptions) received or enjoyed by 
the employee in the course of his employment. Section 8(1)(c) requires 

that a shareholder should include as income the value of a benefit or 
advantage (with certain exceptions) conferred on him by a corporation. 
Section 65(1) provides for the inclusion in income of the value of all 
benefits (other than a distribution or payment of capital) to a taxpayer 
during a taxation year "from or under a trust, estate, contract, arrange- 


ment or power of appointment". 
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Section 137(2) provides that every benefit conferred on a taxpayer as 
a result of one or more sales, exchanges, declarations of trust, or other 
transactions of any kind whatsoever will be regarded as a payment to the 
taxpayer equal to the amount of the benefit conferred. The value of the 
benefit may be taxed in a number of ways “depending upon the circumstances". 
It may be included in the income of the person receiving the benefit. If 
it is conferred on a non-resident it may be taxable under the provisions of 
Part III of the Act. Alternatively, it may be taxed as 4& gift under Part 
IV which relates to gift tax. Having thus imposed taxation on a very broad 
category of benefits, it is provided in section 137(3) that no benefit shall 
be considered to have been conferred if the parties were dealing at arm's 
length, if the transaction was bona fide and if several other conditions 
are met. Section 137(2) is stated to be applicable notwithstanding the 
form or legal effect of the transactions and whether or not there was an 


intention to avoid or evade taxes. 


The language of this provision is far from clear. It is so broad and 
general that it would probably be held applicable only in extreme cases, 
and even then it would be difficult to determine what type of tax should 
be imposed. Its precise meaning must await interpretation by the courts 
which so far have had virtually no occasion to consider it. The section 
does not appear to have been significant in thwarting tax avoidance, al- 


though its deterrent effect is difficult to estimate. 
The "Transaction Not at Arm's Length" Approach 


It is an underlying assumption of income tax law that eroeiee or gains 
made by a taxpayer can be measured in money terms and that such measurement 
is a proper basis for taxation because such profits or gains are achieved 
through the interplay of market forces which are independent of the tax- 
payer's control. In most cases this assumption is valid but it breaks 
down in circumstances where a taxpayer, either by himself or in collusion 


with others, is able to manipulate or control the forces which determine 
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his profits or gains and thereby bring about a reduction in his income below 
what it would otherwise have been. Tax avoidance of this nature is an ever- 
present problem and inevitably leads to a system of statutory and adminis- 


trative rules designed to counteract such avoidance. 


An important facet of the tax avoidance problem, which is particularly 
relevant in the field of business income, arises where the parties to a 
transaction do not have the customary Opposing economic interests but have, 
by virtue of the particular relationship between them, a common economic 
interest which enables them to arrange the terms of the transaction to pro=- 
duce the least amount of tax. Persons in such circumstances are said not 
to deal with each other "at arm's length" and transactions between them are 


referred to as “transactions not at arm's length". 


The Income Tax Act does not contain an all-inclusive definition of 
"arm's length" or "not at arm's length" as such. It is, however, provided 
in section 139(5) that “related persons" are conclusively deemed not to 
deal with each other at arm's length. "Related persons" include individuals 
related to each other (to the extent defined) by blood, marriage or adoption, 
a corporation and @ person who controls it alone or together with other 
members of a related group, and corporations which are subject to common 
control. It is provided that if two parties are not related to each other 
it is a question of fact whether they are dealing with each other at arm's 
length. There is as yet no significant body of case law on the question 
whether unrelated persons are as a matter of fact dealing at arm's length. 
However, it does not appear that a mere mutual interest in keeping taxes to 
& minimum, in itself, constitutes evidence that parties are not dealing at 


arm's length. 


Generally speaking, an object of the legislation should be to prevent 
avoidance of a tax liability by carrying out non-arm's-length transactions 
On terms different than those which would have prevailed between independent 


persons dealing at arm's length. However, it should be possible to carry 
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out some types of non-arm's-length transactions without tax consequences, 
where the objective is simply to achieve a change in form or organization 
without any real economic profit. This applies particularly where there is 
a technical reorganization within a group of related companies, where a 
proprietorship is incorporated and in certain types of transactions between 


related corporations. We discuss these cases in Chapter 15. 


It is our hope and expectation that under the proposals which we are 
making for changes in the tax system there would be much less need than 
there is now for provisions dealing with transactions not at arm's length. 
We reach this conclusion because of a number of particular features of our 
proposals. Transactions within a family unit would be free of tax and the 
income received by all members of a family unit would be aggregated for 
taxation purposes. ‘This would eliminate the need for some of the provisions 
or at least would reduce the scope of their application. Similarly, the 
right of related corporations to file consolidated returns would remove much 
of the incentive for such companies to arrange artificial transactions among 
themselves. The abolition of graduated rates for corporations would eliminate 
the need for the associated corporation provisions which are closely con- 
nected with the non-arm's-length provisions. Nevertheless, there will un- 
doubtedly still be circumstances in which it would be necessary to legislate 
with respect to non-arm's-length transactions. This will be true particularly 


in the case of such transactions between residents of Canada and non-residents. 


It is sometimes argued, and was urged before us, that the irrebuttable 
presumption that related persons do not deal with each other at arm's length 
is unjust, and that it should be open to taxpayers who are "related" within 
the statutory rules to demonstrate that as a matter of fact they are dealing 
at arm's length. In our view there should be an irrebuttable presumption 
that corporations which are subject to common control are not dealing with 
each other at arm's length. There should also be an irrebuttable pre- 


sumption that a husband and wife who are living together are not dealing 
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with each other at arm's length and that they are not dealing at arm's 
length with their children, whether or not their children are living with 
them. However, it is our opinion that in the case of transactions between 
brothers and sisters who are not living with their parents and between 
brothers-in-law and sisters-in-law there should only be a presumption of 


not dealing at arm's length, which could be rebutted by evidence. 


Broadly speaking, the present provisions of the Act dealing with non- 
arm's-length transactions fall into four categories: (1) those provisions 
which provide for the adjustment of the terms of transactions for tax pur-~ 
poses; (2) those provisions which do not adjust the terms of a transaction 
but charge with taxation the benefits or advantages that flow from it; (3) 
those provisions which for tax purposes ignore or look through a transaction 
SO as to prevent or offset the artificial tax effect which would otherwise 
result from it; and (4) those provisions which affect the tax consequences 
of a situation by treating all persons not dealing at arm's length as if 


they were one person. We shall comment on each category in turn. 


1. Section 17 contains provisions to the effect that where a taxpayer is 
& party to a non-arm's-length transaction he will be deemed to have 
received or to have paid the fair market value for goods or services. 
However, these provisions do not cover all possible circumstances. 
Subsection (1) provides that a taxpayer who has purchased anything in 
such a transaction at a price higher than the fair market value will 
be deemed to have paid the fair market value. Subsection (2) provides 
that where a taxpayer has sold anything in such a transaction for less 
than the fair market value he will be deemed to have received the fair 
market value. It will be observed that each of these subsections 
applies the fair market value test to one side of the transaction only, 
and the other party is not entitled to make an equivalent adjustment 
in his tax accounts. This would seem to unjustly penalize the parties 


to a transaction which is affected by subsection (1) or (2). Subsections 
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(5) and (6) provide that where property of a corporation has been appro- 
priated to shareholders on the winding-up of the corporation or otherwise 
the corporation will be deemed to have received the fair market value of 
the property. Subsection (7) provides in effect that subsections (2), 
(5) and (6) are not applicable in respect of depreciable property which 
is specifically dealt with in section 20(4) (referred to below). Sub- 
sections (3) and (4) relate to rents, royalties and other payments for 
the use of property or for services where the transaction is between a 
resident taxpayer and a non-resident with whom the taxpayer does not 
deal at arm's length. There are no comparable provisions which apply 


to similar transactions between residents. 


In our opinion provisions such as those contained in section 17 


are desirable, subject to the following comments: 


a) Where a transaction between persons not dealing at arm's length 
is adjusted for tax purposes to reflect fair market values or 4 
test of reasonableness, such adjustments should be applied so as 
to achieve appropriate adjustment for each party, but not neces- 


sarily of equal amounts. 


b) Provisions such as subsections (3) and (4) should apply to trans- 
actions between residents as well as to transactions between 
residents and non-residents. They should apply to the payer and 
the payee in all cases so that adjustments will be made con- 


sistently on both sides of the transaction. 


c) ‘The provisions should apply to gifts as well as sales. They 
should also apply where services are performed or property is 
made available without compensation, as well as where the com- 


pensation is too low or too high. 


a) The provisions should not be applicable to transactions which 


would qualify as tax-free reorganizations or transfers. 


2. 


D6 
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The second category consists of provisions which impose tax upon 
benefits or advantages which flow from transactions not at arm's length. 
The most important provision of this kind is undoubtedly section 137(2), 
which is discussed above. As previously mentioned, this provision is 

go broad and general and so vague in its application that it is unlikely 
to have much practical importance. We believe it will be necessary to 
have provisions of this kind, but in our view they should specify with 
more particularity the circumstances in which they will apply. A pro- 
vision relating to benefits or advantages conferred on non-residents 
should be kept separate from any provision or provisions relating to 


benefits received by residents. 


The third category consists of provisions which for tax purposes ignore 
or look through a transaction so as to prevent or offset the artificial 
tax effect which would otherwise flow from it. An example of this type 
of provision is section 20(4), which contains rules for determining the 
capital cost and the undepreciated capital cost of depreciable pro- 
perty which is acquired by a taxpayer from someone with whom he does 
not deal at arm's length. The essential purpose and effect of these 
rules is to prevent the inflation of the cost basis of depreciable 
assets upon which capital cost allowance may be claimed. Although a 
non-taxable capital gain can be achieved by the vendor, if the value 

of the asset at the time of transfer can be shown to exceed its original 
cost, he is subject to recapture of depreciation if the price exceeds 
his undepreciated capital cost. Regardless of the price paid, the 
purchaser is not permitted to take into account for depreciation pur- 
poses any amount paid in excess of the original cost of the asset to 
the vendor, or to a previous owner if he did not deal with the vendor 
at arm's length. Furthermore, if the sale is made at a price less 

than the vendor's capital cost, the purchaser will be treated as having 
the same capital cost, so that if he later sells the property ata 
profit he will continue to be subject to recapture of the depreciation 


taken by the vendor. 
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Under our proposals it would not be possible for a vendor to make 
a tax-free capital gain on the sale of depreciable property. If the 
purchaser sold depreciable property at a profit, he would be sub ject 
to tax regardless of whether he had taken depreciation which was sub- 
ject to recapture. For these reasons it seems to us unlikely that any 
provision such as section 20(4) would be required, except possibly 
during the transitional period immediately following the implementation 


of our proposals. 


Another provision of the present Act which falls into our third 
category is section 23. It provides that where a right to income is 
transferred in a transaction not at arm's length, the income will 
continue to be taxed in the hands of the transferor unless the income 


is from property and the property is also transferred. 


There are many provisions in the present Act which provide that two or 
more persons not dealing at arm's length shall be regarded for a 
particular purpose as if they were one person or one corporate entity. 
Some examples are sections 28(3), 62(3), 85 and 85A. Section 39(%4) 
also falls into this category, although the test is whether corpo~ 
rations are “associated” rather than whether they deal with each other 
at arm's length. The purpose of such provisions is essentially to 
prevent or offset the tax effects of an artificial division of in- 
terests between closely related natural persons or among 4 number of 


corporations which they control. 


As already indicated, we think that the problem of tax avoidance 
through transactions not at arm's length would be significantly re- 
duced by the implementation of our principal recommendations. However, 
the problem will not be eliminated and it will be necessary to continue 
provisions which would prevent the distortion of income or the reduc- 
tion of tax liability through transactions or axvausensite: Detgiar 


persons not dealing with each other at arm's length. It is not 
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practical to suggest in detail what the continuing provisions should 
be, because their nature and Scope would depend on the legislative 
techniques and provisions which may be employed in giving effect to 


our recommendations. 
The "Administrative Control" Approach 


Specific Provisions. In several sections of the Income Tax Act the 
Minister of National Revenue has been given discretionary powers for a 
variety of purposes: to prevent income splitting through husband-and-wife 
partnerships (section 21(4)); to determine that a taxpayer's chief source 
of income is not farming or a combination of farming and another source of 
income (section 13(2)); and more recently, to make a direction that an 
amount received as part of a “dividend-stripping" transaction should be 
included in income or that two or more corporations should be deemed to 

be associated (section 138A). One of the conditions for making a direction 
under section. 138A is that in the Minister's opinion one of the purposes or 
one of the main reasons for what the taxpayer did was the avoidance or 


reduction of taxes. 


The provisions contained in sections 21(4) and 13(2) could just as 
well be dealt with by a legislative rule rather than by ministerial dis- 
cretion. Section 138A was enacted as a temporary measure to halt tax avoid- 
ance practices which had become widespread and blatant. This was necessary 
Since legislative amendments had proved inadequate. To some extent this 
was made inevitable by inconsistencies in the legislative scheme—the dual 
rate of tax for corporations, the exemption of inter-company dividends and 


the failure to tax capital gains. 


In our opinion ministerial discretionary powers are undesirable except 
in extreme circumstances. Where such powers exist, taxpayers cannot be 


assured that they will be judged by the same standard as other taxpayers. 
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If an unfavourable decision is reached by the Minister, the taxpayer's 
rights of appeal are narrowly limited. Such a decision may have been 
reached privately and on the basis of evidence not communicated to the 
taxpayer. To the extent that discretionary powers are granted, there is 

a departure from the rule of law. For these reasons we think that minis-~ 
terial discretion should be used in legislation only in unusual circum-~ 
stances. This is discussed further in the Part of the Report dealing with 


Administration. 


Section 138. The broadest power of administrative review is contained in 
section 138 of the Income Tax Act. This section seeks to meet the problem 
of tax avoidance through administrative action of the Canadian Treasury 
Board, subject to supervision by the courts. Subsection (1) provides that 
where the Treasury Board decides that one of the main purposes for a. trans= 
action or transactions effected before or after the coming into force of 
the Act was improper avoidance or reduction of taxes that might otherwise 
have become payable under the Act, that Board may give such directions as 
it considers appropriate to counteract the avoidance or reduction. Sub- 
section (6) provides that an avoidance or reduction of taxes may be improper 
even if it is not illegal. Subsection (5) then provides that tax shall be 
assessed or reassessed and collected according to the directions of the 
Treasury Board notwithstanding any other provision of the Income Tax Act or 


any other Act. 


The justification for the enactment of such a sweeping provision was 
explained by the Minister of Finance, Mr. Ilsley, when an earlier version 


of this provision was before Parliament. He stated: 


"For years the commissioner of income tax has advised that it is 
impossible to foresee or envisage the methods that will be adopted, 
and that the only possible way of dealing with the matter is to 
express general principles and leave it to some tribunal to de- 
cides... Somebody has to be entrusted with the duty of watching 
these transactions, determining how much tax is avoided and 
whether the main purpose was to avoid taxation. If the main pur- 
pose was not to avoid taxation; if it was a legitimate business 
purpose, then the transaction should not be impugned.... Whatever 
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Jealousy parliament may have of the rights of the individual, 
parliament has to make sure that this economic system functions 
cleanly and justly and fairly, to the extent of its ability 
have perhaps given an impression that the practices I mentioned... 
are widespread. I do not think they are. But a few instances, 
known by a few individuals and passed from mouth to mouth, of 
skilful and wealthy individuals who legally are able to escape the 
clear spirit and intent of taxation legislation, will do more to 
discredit the system we live under and more to discredit the 
parliament that did not have the foresight to prevent these things , 
than almost anything you can think of; and I have come to the con- 
clusion that we ought to strain a point here. We are at war. It 
may be that this would not be as necessary in time of peace.... 

In the Victorian period the avoidance of taxation was a polite, 
gentlemanly game. Taxation was low, and if a taxpayer could find 
a hole in the law and crawl through it, everyone laughed about 

it and tried to block up the hole. But it did not make very mich 
difference. If the crown could prevent his finding a hole, they 
would not get away with it. There was no moral interest involved. 
But when taxation becomes as heavy as it is to-day, when to a very 
great extent the people of this country are working for the state— 
and properly working for the state—then it is not an amusing 
matter, and is beyond the realm of a game. It becomes something— 
well, perhaps not exactly treason, but something considered most 
unpatriotic and unsocial.... 

As I have said, if we make it as definite as we ought to make 

it for the guidance of a court we will be so definite that other 
ways will be found to get around it. ‘Therefore it must be pretty 
wide, and there must be some discretionary powers in the tribunal 
making the decision." 38/ 


Section 138 has never been interpreted by the courts, so that its 
precise meaning is uncertain. Certainly it gives rise to many difficult 
questions. It empowers the Board to designate a perfectly legal trans- 
action as improper from a taxation standpoint, but contains no standards 
or guide-posts by which impropriety is to be determined. It empowers the 
Board “ give such directions as it thinks appropriate to counteract the 
avoidance or reduction, but what form those directions might take and 
against whom they might be made is not clear. Subsection (5) provides for 
Judicial review of the actions of the Treasury Board, but little guidance 
is given as to the grounds for such review. Another question that emerges 
from this provision is how the Board is to determine whether one of the 
main purposes of a transaction was the improper avoidance or reduction of 
taxes. An investigation into the sub jective purposes lying behind a business 
transaction or series of transactions is at least a highly speculative under- 


taking. 
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Section 138 may be open to the criticism that it violates the most 
fundamental common law concept regarding taxation—that taxing legislation 
must impose a tax in clear and unambiguous language and the taxpayer is free 
from taxation unless he comes within the letter of the law. It also offends 
the principle that the rules on which tax is imposed should not be changed 
retroactively. Businessmen object to this type of legislation because it 
interferes with business planning and management. Indeed, it has been 
said 39/ that “it casts a continuing cloud on legitimate transactions and 
prevents finality"; “put in the hands of a vindictive administration...it 
could be used vindictively”; it is "pure autocracy” to make a man pay taxes 
when he is not within the law. When section 138 was first before Parliament, 
the Minister of Finance, Mr. Abbott, assured the objectors that the power 
had only been used four times in the five years which had elapsed since its 
inception in 1943 and emphasized the large sums of money and the barefaced 


type of avoidance involved in those cases. 


And yet if it is beyond the ability of the draftsman to fashion 
effective, specific anti-avoidance provisions which will pass the judicial 
test of strict, literal construction, as not infrequently seems to happen, 
it is not surprising, for reasons advanced by Mr. Ilsley, that the govern- 
ment occasionally resorts to administrative discretion. However, experience 
with section 138 has shown that where the discretion is given to 4 body such 


as the Treasury Board it is hardly ever used. 


Some general anti-avoidance provisions which are somewhat similar to 
section 138 have been enacted in other countries. These are discussed 


below. 


United Kingdom. Parliament adopted a general tax-avoidance provision in 
relation to profits tax 40/. It provided that where the Commissioners of 
Inland Revenue were of the opinion that the main purpose or one of the main 
purposes of a transaction was the avoidance of liability to profits tax, 


they could direct adjustments of liability to profits tax so as to counteract 
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the avoidance of liability. If it appeared in certain specified types of 
transactions that the main benefit which might have been expected to accrue 
within the subsequent three years was the avoidance of liability to profits 
tax, the avoidance of liability was deemed to have been the main purpose or 
one of the main purposes of the transaction. The test to be applied was 
the objective test: would a reasonable man in fact expect that the main 
benefit which would accrue from the transaction would be the avoidance of 
tax? It was provided that the particulars of a proposed transaction could 
be furnished to the Commissioners and if the Commissioners were satisfied 
that the transaction would be "entered into for bona fide commercial 
reasons" they could give a binding notification that the section was not 


applicable. 


The United Kingdom Royal Commission on the Taxation of Profits and 
Income gave its approval to this provision, having regard to the fact that 
because of the form and structure of profits tax it would be too easy for 
& corporation to arrange its affairs so as to reduce its liability to tax 
very materially without any alteration in the substance of its position or 


the position of its proprietors. Said the Commission: 


"We do not think that there is any serious criticism to be made of 
the form of the section. Subsection (3) deals with the difficult 
question of motive or purpose and it imputes the purpose of avoid~ 
ance summarily where certain specified conditions are found to 
exist. But the imputation only arises from the objective test of 
discovering what was the main benefit that might have been expected 
to accrue from a given transaction. That does not seem to us 
materially different from saying that a man's motives are to be 
inferred from the probable consequence of his actions. There are 
circumstances in which that principle is a better test of motive 
than can be afforded by his own answers some time after the event. 
It should be added that the section does contain a provision en- 
abling the Board to exempt a transaction altogether if they are 
satisfied that it was entered into for bona fide commercial reasons 
and that it ought not to be brought under the section.” 41/ 


The Netherlands. The Netherlands has a general anti-avoidance provision 


which runs as follows: 


"In the assessment of the direct State taxes, legal transactions 
are not taken into account if it must be assumed—by reason of the 
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fact that they have not aimed at a material modification of the 
existing circumstances or by reason of other specific acts or 
circumstances—that they would not have been entered into but for 
the fact that liability for any of the said taxes, in the event 
of it having been applied or being likely to be applied, would be 
avoided either in whole or in part for the future.” 42/ 


Australia. In Australia an attempt has been made to control avoidance by 
a very general measure passed by the Commonwealth Legislature 43/, That 
section provides: 

"560. Every contract, agreement, or arrangement made or entered 

into, orally or in writing, whether before or after the commence- 

ment of this Act, shall so far as it has or purports to have the 
purpose or effect of in any way, directly or indirectly— 

(a) altering the incidence of any incame tax; 

(>) relieving any person from liability to pay any income tax or 

make any return; 

(c) defeating, evading, or avoiding any duty or liability imposed 

on any person by this Act; or 

(a) preventing the operation of this Act in any respect, 

be absolutely void, as against the Commissioner, or in regard to 

any proceeding under this Act, but without prejudice to such 

validity as it may have in any other respect or for any other 

purpose .” 

The section was held by the Privy Council to be applicable to a com- 
plicated dividend-stripping operation ky/, In seeking to apply the section, 
Lord Denning held that the Court must see whether the arrangement itself 
discloses the purpose or effect of avoiding tax irrespective of the motives 
of the persons behind the plan. That is to say, the court must be able to 
predicate—by looking at the overt acts by which the arrangement is imple- 
mented—that it was implemented in that particular way so as to avoid tax. 
If the court cannot so predicate but has to acknowledge that the trans- 
actions are capable of explanation by reference to ordinary business or 
family dealing, without necessarily being labelled as a means to avoid tax, 
they are not within the section. The section will apply if one of the 


purposes was to avoid tax—tax avoidance need not be the sole purpose. 


Section 260 has been criticized as being an “annihilating” provision 
only. That is to say, it has no further or other operation than to elimi-~ 


nate from consideration for tax purposes such contracts, agreements and 
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arrangements as fall within the description it contains. It does not, 
however, confer on the Commissioner the power to reconstruct transactions. 
Thus, to invalidate for tax purposes the transaction into which the taxpayer 
in fact entered is not enough to impose upon him a liability which could only 
arise out of another transaction into which he might have buted but in fact 


did not enter 4s/. 
SUMMARY 


1. It is necessary and desirable in any modern tax system to have 
effective provisions to counteract tax avoidance. However, a number 


of other objectives and guiding principles must also be kept in mind. 


a) A taxpayer should not be penalized for deciding not to earn 
income, even if the reason for this decision is the reduction 
or avoidance of tax liability. Likewise, if he gives up a 
right to income and does not retain any control over the income 
or the source of income he should not be taxed on such income 


arising thereafter. 


b) If a taxpayer arranges his affairs in such a way that he avoids 
tax on income or reduces his liability for tax on the income 
below what he would expect to pay under the general scheme and 
intent of the legislation, while continuing to enjoy the benefits 
of the income or continuing to control the income or its source, 


he should be taxed on the income. 


2. The courts should not depart lightly from the words of the statute 
where those words are clear and unambiguous and should not disregard 
the legal effect of a transaction. However, in order to work with 
the legislature to develop good tax laws and in order to avoid the 
necessity for numerous technical loophole-closing amendments, the 
courts should interpret the tax statute fairly and equitably and in 


such @ way as to give effect to the legislative scheme, without any 
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presumption being made either for or against the taxpayer. They 
should also have regard to the true nature and effect of transactions 
and take into account their economic substance as well as their legal 


effect. 


Tax avoidance provisions in the legislation should be carefully designed 


to accomplish the objectives in paragraph 1 above so far as possible. 
While the "sniper" approach or the "shotgun" approach or an approach 
somewhere in between may be advisable in each area, the provisions 
should not be so broad or so rigid as to penalize bona fide trans- 
actions. Normally a provision should be expressed in sufficiently 
general terms that the courts will be able to interpret the words in 
the context of the legislative scheme and distinguish between the 
cases which are deserving of correction and those which are not. On 
the other hand, such provisions should not be 50 broad and general 
that they are devoid of any clear meaning and therefore ineffective 


in operation. 


While non-arm's-length provisions will be less important under our 
proposals, they will still be necessary to deal with some matters, 
particularly transactions between residents and non-residents. The 
present irrebuttable presumption as to non-arm's-length dealing should 
continue to apply as between corporations which are sub ject to common 
control, as between a husband and wife who are living together and as 
between them and their children, whether or not their children are 
living with them. However, there should only be e rebuttable pre- 
sumption that brothers, sisters, brothers-in-law and sisters-in-law 


are not dealing with one another at arm's length. 


Where a sale takes place between persons not dealing with each other 
at arm's length at a price other than fair market value, the price 
should be adjusted to fair market value in the tax accounts of both 


parties and for all purposes of the legislation. There should be 


Te 
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similar provisions to the effect that where a person renders services 
to, or makes property available for use by another person with whom 
he does not deal at arm's length, each party will be considered to 
have paid or received a reasonable remuneration, rent or royalty. 
These provisions would not apply to transactions which adel fy as tax- 
free reorganizations or transfers or to transactions between members 
of a family unit. 


Section 137(1), which disallows expenses which would unduly or arti- 
ficially reduce income, would probably be held applicable only in rare 
and extreme cases, and should be retained mainly as a deterrent. 
Section 137(2), which imposes tax on benefits conferred, is so broad 
and general and so vague that it is unlikely to have much practical 
importance. Any provision of this kind should specify more parti- 


cularly the circumstances in which it will apply. 


Section 16(1), which provides for the constructive receipt by one tax- 
payer of a payment made to another, is sufficiently clear in its intent 
and at the same time is sufficiently general in its wording that it 

leaves room for interpretation and application by the courts according 


to the circumstances of each case » and it should be retained. 


Discretionary powers should be granted to the Minister only in un- 


usual and extreme circumstances, 


= 
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APPENDIX B 


ESTIMATED GROWTH OF PENSION PLAN CONTRIBUTIONS 
AND ASSETS, AND THE TAX DEFERMENT INVOLVED 

Based on the material contained in two surveys, 1/ it is estimated that 
during 1960 pension funds received more than $200 million in investment in- 
come and paid out approximately the same amount in benefits and withdrawals. 
In the three years following 1960, the number of employees covered by pension 
plans increased by approximately 20 per cent, the total assets under adminis- 
tration grew by over 40 per cent, and total employer and employee contributions, 
including contributions to federal and provincial government plans, increased 
to a rate exceeding $1 billion a year. At the end of 1963, the total market value 
of invested assets held by pension plans exceeded $7.5 billion, with trusteed 
pension plans holding approximately 70 per cent of the total assets and 
life insurance group annuities making up somewhat under 25 per cent of the 
total assets. The balance was represented by federal government group 
annuities. No figures are available to indicate the value of assets that 
have been built up in individual registered retirement savings plans because 
no annual reporting is required. However, by the end of 1964 over $260 
million 2/ of deductions had been reported by individuals, and total assets 


held would probably exceed that amount. 


It is difficult to project trends in this area. Although the Canada 
Pension Plan might slow the rate of growth of private plans, it should mean 
an increase in the rate of contributions and asset growth of total retire- 
ment income funds. In addition, some provincial governments (effective in 
Ontario in 1965, Quebec in 1966 and Alberta in 1967) have introduced 
solvency requirements that will mean that the growth of employer contri- 
butions and of assets will accelerate. Such an increase might also be ex- 
pected to follow from our recommendations that property gains realized out- 
side of registered plans should be taxable in full at the time of receipt, 
and that the gross-up and credit procedure for corporate tax should be 
applicable to registered plans. It would also be expected that the in- 


creased relative value of the tax deferment on property income received 
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by registered plans would cause taxpayers with incomes exceeding $10,000 
to increase their deductible contributions above the 1964 rate of almost 

3 per cent of total income 3/. The rate for incomes under $10,000 in 1964 
was just under 2 per cent, 3/ a level for private plans that may not in- 
crease because the Canada Pension Plan will have a major impact on this 
group. Even with a decline in the present rate of growth of private plans 
with the Canada Pension Plan in operation, it would seem reasonable to 
assume a growth rate of 10 per cent a year, as compared to the over 11 
per cent a year for recent years. (See Table B-1.) On this assumption it 
could be expected that by 1970, amounts of the following magnitude would 


be attained: 


Assets $16.5 billion 
Annual contributions (employer and employee) 1.7 billion 
Annual investment income 0.9 billion 
Annual pension payments and cash withdrawals 0.8 billion 


In addition, the Canada and Quebec pension plans will have accumulated at 
least $3 billion in assets, and contributions to those plans will be at an 
annual level of approximately $0.7 billion. Thus by 1970, assuming that 

the total of these amounts will be eligible for preferential tax treat- 
ment, the total amount of income on which tax could be postponed until 
retirement, including both employer and employee contributions and investment 
income, will have reached a level of nearly $3.5 billion a year, more than double 
the level in 1964, or about 7 per cent of total personal income as compared 
to over 4 per cent in 1964. Taxable income of individuals is currently 

less than 40 per cent of personal income, so this could mean tax postpone- 
ment for some 17 per cent of taxable income. Assuming an average rate 

of tax of 20 per cent on the amount postponed, there would be a postpone- 
ment of nearly $700 million of taxes for the year 1970, a postponement 

that would be offset to the extent of about 30 per cent by tax on pension 


benefits brought into the income of taxpayers in that year. Part of this 
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amount would represent taxes forgone rather than postponed, if marginal 
rates for the individual were lower when pensions were received than when 


contributions were made. 


TABLE B-1 


SELECTED DATA FOR LIFE INSURANCE COMPANIES 
GROUP ANNUITIES, FEDERAL GOVERNMENT GROUP 
ANNUITIES, AND TRUSTEED PENSION FUNDS, 1957-64 


(1) (2) (3) (4) (5) (6) 
Percentage 
Increase in 
Number Total Column (5) 
of Number of Contri- Total Over Prior 
Year Plans a/ Employees butions b/ Assets ef Year 
(millions of dollars 
LOOT 6,381 1,365,238 430 3 ,836 
1958 7,366 1,553,789 De 4,340 13.1 
1959 8, 4ok 1,633,161 567 4 ,822 ue eee 
1960 9,260 1,658 , 963 569 5, 42h 12.5 
1961 10,181 L $755)706 618 6,081 ha 
1962 11,260 1 ,828 ,497 664 6,804 19 
1963 12,446 1,973,559 732 T,616 L139 
1964. 13,479 2,056,493 814 8 48h 11.4 


Notes; a/ Not all of the annual increase is a reflection of growth, 
because the coverage of the survey increased slightly in 
the early years. Also, the survey is not complete because 
not all pension plans are covered. The above figures do 
not include the armed forces, the federal public service, 
seven of the provincial civil services, and three of the 
provincial teachers' funds. These groups are excluded 
because no separate invested funds are maintained for them. 


b/ Employer and employee. 
c/ At book value at the end of the year. 
Source: Dominion Bureau of Statistics, Trusteed Pension Plans, 


Financial Statistics, Ottawa: Queen's Printer, for 
the years 1957, 1959 and 1964, Table D. 


a/ 
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TABLE B-2 


SELECTED DATA FOR PENSION PLANS FOR 1960 


Number of Plans a/ 8,920 
Number of Members 1,815 ,02e 
Eligible Employees who Elected not to Join 284 ,519 
Ineligible Employees of Employers Having Plans 575 ,183 
Proportion of Covered Employees who are Members 

of a Contributory Plan : 82 per cent 
Proportion of Covered Employees with Unit 

Benefit Plans b/ 75 per cent 
Proportion of Covered Employees with Plans 

Having some Vesting Rights 69 per cent 
Employee Contributions ¢/ $334,751, 777 
Employer Contributions $467 ,129,485 
Number of Retirements During the Year 19,116 


Notes: af This table includes the pension plans covered by Table B-1 
and also the pension plans which are listed in note a/ to 
to that table as being excluded therefrom. Neither table 
covers privately operated plans which are unfunded. 


b/ A unit benefit plan is a plan which contains a formula for 
determining the amount of each member's pension. It is to 
be distinguished from a money purchase plan or a profit 
sharing plan under which the pension is whatever the 
contributions will provide. 


cf Most of the difference between this figure and the amount 
reported in Taxation Statistics (shown in Table B-3) can 
be accounted for by profit sharing pension plans, unfunded 
plans for provincial civil servants and teachers and in- 
dividual retirement savings plans that are not included in 
the above statistics. In addition, this figure includes 
some non-registered plans that do not appear in Taxation 
Statistics. 


Source’ Dominion Bureau of Statistics, Pension Plans, Non-financial 
Statistics, Ottawa: Queen's Printer, 1960. 
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TABLE B-3 


PENSION AND RETIREMENT SAVINGS PLAN CONTRIBUTIONS 
REPORTED BY INDIVIDUALS WITH TAXABLE RETURNS, 1957-64 


(1) (2) (3) (4) 
Taxable 
Income 
of All 
Individuals ' Individual Percentage 
Year Contributions a/ Taxpayers (2) to (3) 
(millions of dollars) (millions of dollars) 
L957 247.3 7,906 513 
1958 278.2 8,145 3.42 
1959 ps 8,954 3.48 
1960 354.0 9,727 3.64 
1961 493.0 10,423 ae7TT 
1962 420.1 11,108 3.78 
1963 467.6 12 ,220 3.83 
1964 pike Pg 14,172 3.67 


Note: a/ Includes past service contributions. 


Source: Department of National Revenue, Taxation Statistics, Ottawa, 
Queen's Printer, covering the years indicated. 
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APPENDIX C 


ALTERNATIVE PROCEDURES FOR THE TAXATION OF 
INCOME RECEIVED THROUGH LIFE INSURANCE 

The feasibility of the recommendation outlined in Chapter 16 with 
respect to the taxation of property income accumlated for the benefit of 
standard life insurance policyholders depends on finding a procedure which 
is satisfactory from the points of view of both equity and ease of compu- 
tation for allocating to individual policyholders the investment income 
credited to policy reserves. Because the recommendation does not visualize 
that initially there should be taken into account in computing income the 
difference between policy proceeds and the total of premiums paid and in- 
vestment earnings accumulated (a difference that is essentially the mortality 
gain or loss), the actual gain realized by the policyholder over the life of 
the policy would not necessarily be equal to the investment income that 
would be taxed. If mortality gains and losses were taken into account in 
computing income, the only inequity that could result from the arbitrary 
allocation procedures would relate to the time at which the income was and 
should have been brought into account. Without the balancing procedure of 
ultimately bringing into the computation of income the net difference 
between the policy proceeds and the premiums paid plus investment income 
already included in income, it would be necessary to rely entirely upon the 
allocation procedure to determine equitably the income that should be taxed 


to the policyholder. 


If, however, our assumption that a satisfactory procedure can be 
developed for such allocation proves to be incorrect, one of the following 
alternatives should be adopted. These are alternatives to the taxation of 


policyholders on the investment income credited to policy reserves. 


Alternative 1. Inclusion of Mortality Gains and Losses 
in the Computation of Income 


Under this alternative, mortality gains and losses would be taken into 


account in the computation of income. It would be extremely simple to 
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administer because it would not require any allocation of investment earnings 
to individual policyholders. The approach would be to levy a flat-rate, 
non-refundable tax of, say, 15 per cent, on the aggregate amount of invest- 
ment income credited each year to policy reserves and, when the policy 
proceeds were received, to bring into the tax base of the policyholder the 
excess or deficiency of the policy proceeds over the premiums paid, or the 
excess over the net premiums paid if some adjustment was to be made for the 
service costs of obtaining the protection. As an alternative to using the 
net premiums in the computation, the total premiums paid might be deducted 
from the policy proceeds and only the net gain brought into income, with no 


deduction when premiums paid exceeded the amount of the proceeds. 


The flat-rate tax levied on the investment income would in effect be 
a postponement fee assessed to compensate for the deferment of tax on the 
property income from the time it was earned until it was paid to the policy- 
holder as part of his policy benefits. The rate suggested is relatively 
high because the value of the deferment would be substantial. Policy divi- 
dends would still be included in income, but the only significance of such 
treatment would be timing; if they were excluded from income they should be 
deducted from premiums paid in computing the net premiums, a procedure that 
would increase the portion of the policy proceeds that would ultimately be 


taxable. 


This alternative has the advantage of producing some tax revenues from 
the property income accumulated each year, while avoiding the administrative 
problems of a detailed allocation to each policyholder. Revers ae would 
also raise some initial difficulties because all the policies outstanding at 
the date the new legislation became effective would have to be valued. This, 
of course, is a problem that would arise under any proposal that involved 
the taxation of mortality gains. However, this valuation would be made by 
the insurer under regulations developed by a industry and the government 
departments concerned, so that the individual policyholder would not have 


to make any computations. 
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This alternative would have some impact on the insurer. A tax on 
policyholder investment income should bear on the individual and should, 
in principle, have no effect on the insurer. However, if the tax on the 
investment income credited to policy reserves was collected at the insurer 
level in the form of a postponement fee, or for that matter as a withholding 
tax, then the amount of funds available to the insurer for investment would 
be reduced. This would in turn moderately reduce the amount of investment 
earnings in respect of policies currently outstanding and might, at least 
to some extent, be a cost to the insurer. In the case of policies issued 
subsequent to the effective date of a change in tax treatment, the level 
of premiums could be increased to reflect the imposition of the tax. In 
addition, the position of the insurer with respect to outstanding policies 
would be protected if policy liabilities were related to the level of net 
investment earnings or if the policy was a participating one so that the 
"cost" of the diminished investment yield could be passed on through reduced 
policy dividends. In these cases the current policyholder would have to 
absorb both the direct and indirect impact of the tax. However, in the case 
of non-participating policies that were outstanding at the time the tax was 
imposed, the insurer would have to absorb any indirect effect of a tax 
collected at the insurer level. The impact on the insurer of a tax on in- 
come which was allocable to the older policies would be somewhat mitigated 
by the fact that investment earnings have increased substantially in recent 
years /. However, in the case of more recent policies, the imposition of 
Such a tax could have an unfavourable impact on the income of the insurer. 
Therefore, a relieving provision applicable to non-participating policies 
issued in recent years should be implemented if this alternative were 
adopted. The purpose of the provision would be to compensate the insurer, 
at least partially, for the decline in his net investment earnings brought 
about by the imposition of the tax. For example, a postponement fee or tax 
might be applied at reducing rates to the investment income allocable to 


such policies, with the lowest rate applying to the most recent policies. 
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A flat-rate tax would be inequitable to the policyholders to the extent 
that it did not reflect the progressive nature of our recommended tax system. 
Thus, a tax imposed at a moderate rate as a fee for postponement of the 
personal tax would leave 4 substantial deferment advantage to the higher 
income policyholder, but would be unduly high for the non-taxable or very 
low income policyholder. One method of meeting this problem would be to 
impose tax at a higher rate and then to allow the beneficiary a tax credit 
on the policy proceeds. This would be of greater relative value to the low 


income beneficiary. 


In principle, any postponement fee should apply only to investment 
earnings that were applicable to Canadian residents but, because investment 
earnings of non-residents would in general be subject to a withholding tax, 
4+ would be reasonable to levy the postponement fee in lieu of such tax on 
all the investment earnings arising from business effected in Canada. 
However, the fee should not apply to income derived from the foreign opera- 
tions of Canadian insurers. 

Alternative 2. Withholding Tax on Investment Income 
Credited to Policy Reserves 

Under this alternative, mortality gains and losses would not be taken 
into account in computing income, but would cause some administrative 
complexities because investment earnings would heave to be allocated to 
individual policyholders when benefits became payable under a policy. The 
approach would be to levy a withholding tax on investment income credited 
by the insurer to the policy reserves 2/. When any policy benefits on 
maturity or termination were paid out, the accumulated investment income 
attributable to the policyholder would be computed and included in his in- 
come. The withholding tax would be deducted from the policy proceeds when 
they were paid and the policyholder would be given credit for the tax with- 
held on his behalf. The administrative difficulties of allocating property 


income to policyholders should be less than for the allocation proposed in 
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Chapter 16, because the allocation would have to be made only when the 
policy proceeds were payable rather than each year. The regulations could 
stipulate one method of allocation, and provide that any reasonable alter- 


native method approved by the Department of Insurance could be employed. 


The rate of withholding should be close to the average rate of tax 
applicable to the beneficiaries, say, 30 per cent, in view of the extended 
time period before it would be possible for the lower income beneficiary to 


claim a refund. 


Under this alternative it would also be a simple matter for mortality 
gains and losses to be taken into account in computing income. Thus, the 
policyholder could be taxed either on the investment income portion of his 
policy proceeds, or on the total proceeds less premiums paid. In either 
case, he would receive credit for the withholding tax deducted from the in- 


vestment income portion. 


If mortality gains and losses were to be taken into account in computing 
income, the administrative procedures would not be as simple as under the 
postponement fee alternative discussed above. The tax on the investment 
earnings accumulated in policy reserves would be withheld each year, while 
the withholding tax on the mortality gain, if any, would be remitted at the 
time the policy proceeds were paid. In the event of a mortality loss, the 
insurer would claim a refund of all or a portion of the taxes withheld on 
the investment income accumulated for the same policy. Hence, the policy- 
holder would receive the proceeds less 30 per cent of the excess of the 
proceeds over the premiums paid. The full amount of the proceeds would be 
taken into account in computing his income and he would receive a refundable 
tax credit for the 30 per cent of the income portion, if any, which was 


withheld by the insurer. 
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The rate of investment income earned by insurance companies has in- 
creased in every year but one since 1948 and now stands at a level 

55 per cent above what it was in that year. Accordingly, a serious 
problem would only arise on older policies if interest rates should 
decline. To meet such a possibility it should be provided that the 
postponement fee applicable to non~participating policies outstanding 
at the date the law became effective should not reduce the rate of net 
property income in respect of such policies, including property gains 
and losses, below, say, 5 per cent. This would mitigate the impact of 


this tax on insurers if rates of investment earnings should decline. 


Alternatively, a postponement fee approach along the lines outlined 
under the first alternative could be utilized instead of a withholding 
tax. The lower level of a postponement fee would reduce the impact on 
the insurer, but the necessity of allocating investment income to the 
policyholder at the time the proceeds were paid would remain unless 


mortality gains and losses were taken into account in computing income. 


APPENDIX D 
ALTERNATIVE METHODS OF TAXING GIFTS 


There are several ways of taxing transfers of wealth, and in reaching 
a conclusion on the best method for the Canadian tax system, we considered, 


in some detail, the following main methods: 


ine The present method of taxing estates and gifts. 
2. An integrated transfer tax. 

5. An accessions tax. 

4, A succession duty or inheritance tax. 


5. A net wealth tax. 
PRESENT METHOD 
Conformity to Economic and Social Ob jectives 


The present estate and gift taxes do not tax according to ability to 
pay as we have defined it. In our Opinion, the preservation of the integ- 
rity of the new tax base would alone require the repeal of these taxes. 
Furthermore, the present taxes are not fully integrated so as to preserve 
the progressiveness of the rates. For example, gifts made over a lifetime 
are not aggregated to determine the rates at which either the gift tax or 
the estate tax is levied 1/. The estate tax does aggregate the whole of a 
man's bethis at death and bring into tax completed gifts made within three 
years of death. This would be a valid method of aggregation if reduction 
in the rate of accumlation of wealth by means of transfers between genera- 
tions was the sole objective, but it conflicts seriously with our concept 


of ability to pay. 


Another major defect of the present taxes is the ease with which estate 
taxes may be avoided altogether. Because of the very generous annual gift 
tax exemption, which rises with income, a planned programme of annual gifts 
enables large amounts to be distributed over a period of time on payment of 


little or no tax 2/ 
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The wealthier a man is the more likely he is to have disposable wealth 
with which to implement a planned programme of inter vivos gifts. The 
relatively low rates of gift tax encourage such giving, but because the tax 
is imposed on the donor there is no advantage in distributing gifts widely. 
Accordingly, the present system may be described as neutral in encouraging 


or discouraging accumulations of wealth. 
Fairness of the Tax 


The present estate and gift taxes are sub ject to a number of defects 
which result in their being inequitable and in their failing to attain the 
objectives we consider desirable. The failure to aggregate adequately re- 
duces progressiveness relative to other parts of the tax system, thus 
shifting part of the total tax burden in an arbitrary way from those who 
receive gifts to those who do not. The types of exemption and the ease of 
avoidance favour high income and large wealth groups. For example, an indi- 
vidual earning more than the amount of his personal deduction of $1,000 
will pay at least 11 per cent income tax plus 4 per cent old age security 
tax up to the specified maximum on the excess, while another individual can 
receive $4,000 free of tax, and up to $10,000 more that is taxable at the 
lowest gift tax rate of 11 per cent, regardless of his own personal income 


tax rate. 


Another major source of inequity and confusion is the inconsistent 
treatment of gifts. An inter vivos gift may be treated as incomplete under 
the estate tax and is therefore added to the donor's estate; it may be 
treated as complete for gift tax purposes, so that gift tax is iaitee on 
the donor, and, depending on circumstances, it may be treated as complete 
or incomplete under the income tax for the purpose of taxing the income 
from the gift. For example, if a donor transferred securities in trust for 
his children, reserving an annuity to himself in the event of his infirmity, 
the transfer to the trust would be treated as a completed gift of a bene- 


ficial interest in the trust for gift tax purposes and would be taxed 
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immediately. However, under special provisions of the Estate Tax Act, Sy 
the value of the property less the value of the annuity payments made over 
and above what the property could be expected to yield at 5 per cent would 


be taxed as part of the estate of the donor. Under the Income Tax Act the 


income, though received by the beneficiaries, would be taxed to the donor 

if the children were under 19. If they were over 19, the income would be 
taxed in the hands of the children 4/, If the donor reserved a reversionary 
right in himself in the event that any of the beneficiaries should pre- 
decease him, the income of the trust would be attributable to him in any 


event 5/. 


Under the proposed integration of gifts into the comprehensive tax 
base, one set of rules would determine whether a given transfer was a con- 


pleted gift or not 6/. 
AN INTEGRATED TRANSFER TAX 


An integrated transfer tax would eliminate for tax purposes the present 


distinctions between inter vivos gifts, which are taxed under the gift tax 


provisions of the Income Tax Act, and testamentary gifts, which are taxed 
under the Estate Tax Act. It would be levied at rates which were based on 
the amounts given by the donor and so would differ from an accessions tax, 
which would be imposed at rates dependent on the amount of gifts received 


from all sources by each donee. 


The easiest approach to integration would be to retain the two present 
taxes but to adopt a common rate schedule that was the same as, or similar 
to, the estate tax schedule. There need not be any accumlation for tax 
purposes of taxable gifts made during the taxpayer's lifetime > the tax 
could be based on aggregate gifts at particular times. The present generous 


exemptions under the gift tax provisions could be reduced. 


A more effective integration would be achieved by having one taxing 


Statute under which all gifts would be taxed under one progressive rate 
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schedule. The tax could be levied on either the donor or the donee, de- 
pending on the social purposes intended to be achieved. It would be desir- 
able to have some form of aggregation, either of the gifts made by the donor 
or of the gifts received by the donee over a period of time Y/. Similarly, 
the form and extent of exemptions and deductions would be adjusted to 
achieve the purposes sought. Alternatively, provision might be made for 
lifetime dollar exemptions which would be used up as gifts were made or 
received. In addition, there might be a separate exemption for testamentary 
gifts. There would need to be special averaging provisions for large trans- 


fers. 


This tax might be implemented by simply adjusting the gift tax eaten 
to equal the estate tax rates, or there might be a more thorough integra- 
tion, beginning with a harmonization of the exemptions and deductions, and 
concluding with a complete integration of the two taxes 8/. The following 
remarks apply, to greater or less degree, to all forms of this tax, depending 


on the amount of integration desired. 
Conformity to Social and Economic Objectives 


Such a tax might or might not be imposed in accordance with ability to 
pay. If the tax was imposed on the donor, the rates would probably be based 
on the aggregate of gifts made by each donor regardless of their distribu- 
tion. Such a tax would not be consistent with the principle of taxing in 
accordance with ability to pay. This would be true, even if the tax was 
imposed on the donee, if the rate of tax applied was based on the aggregate 


gifts by the donor. 


If the rates were based on the aggregate of gifts received by the 
donee, the tax would be levied on a basis approaching ability to pay, but 
not necessarily to the extent provided for in our proposals, under which 
gifts would be integrated into the comprehensive tax base. Depending on 


the rate structure, an integrated transfer tax could be used to inhibit the 
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undue accumulation and concentration of wealth, since all wealth accumlated 
over a lifetime would eventually be taxed at progressive rates when it passed 
to others. The system could be designed in such a way that the opportunity 
to avoid tax would be limited 9/. 


If the rates imposed on inter vivos gifts and gifts arising on death 


were equalized, the timing of gifts would become less important. If the rates 
depended on the amount given by the donor » there would be no incentive to 
Spread the accumulated wealth widely. ‘That is to say, it would be no more 
expensive to give or leave all of one's wealth to a single child than to 
distribute it widely among children or other relatives. However, it is un- 
likely that an incentive to distribute wealth more widely would be of mch 
practical importance because of the apparent propensities of parents to 


distribute wealth equally among children. 


Fairness of the Tax Base 


By taxing inter vivos gifts and testamentary gifts equally, the avoid- 


ance of estate tax by means of inter vivos gifts would be prevented and the 


treatment of gifts would be equalized. Under the present system, the same 
aggregate amount of gifts made by a donor may bear widely differing amounts 
of tax, depending upon the timing of the distribution and the taxable income 
of the donor. 


There would be difficulties in maintaining the progressiveness of the 
tax. If the tax was imposed on the donor, progressiveness could not be 
maintained by aggregating all forms of income in the donee's hands. There 
are suggestions that progressiveness could be achieved by aggregating all 
gifts by a donor, whether inter vivos or otherwise, and applying the pro- 
gressive rate structure to the aggregate amount of the gifts 10/ - There 
would, however, be administrative difficulties in keeping records of life- 
time aggregations of gifts. Such an integrated transfer tax could coexist 


with the proposed income tax, using a broad base to determine income. Indeed, 
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a separate transfer tax perhaps would have some additional advantage in that, 
being a separate and integrated tax on transfers of wealth, it could fully 
take into account the special problems of valuation and liquidity inherent 


in taxing transfers of wealth. 


Assuming that the justification of exemptions would be their relation 
to the situation of the donees, it would be difficult to accommodate an in- 
tegrated transfer tax on donors to a scheme of exemptions such as we have 
recommended. However, it could be done if the exemption available to the 
donor was made conditional on the gift actually being made to the donee ty. 
The proposed exemptions would be consistent with the purposes of an inte- 


grated transfer tax as described above. 


An integrated transfer tax would probably be quite acceptable as a 


logical extension of the present system. 
ACCESSIONS TAX 


An accessions tax is a cumlative tax on the recipient of gifts and 
bequests. Such a tax could be graduated according to the total gifts and 
bequests received in the recipients’ lifetime 12/. The tax could be com=- 
puted readily by applying current rates to ageregate taxable acquisitions 
to date, including those made in all prior years. From this amount would 
be deducted the tax computed at current rates on aggregate taxable acquisi- 


tions for prior years 13/7 


To ease administrative burdens and to allow some exemption to each 
donee, provision could be made to exempt small gifts. Because all gifts 
would be aggregated, the impact of the exemption would be the same regard- 


less of the pattern of the gifts. 
Conformity to Social and Economic Objectives 


An accessions tax could be used both to encourage a wide distribution 


of wealth and to reduce the rate of accumulation. It would be a feature of 
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& tax on donees that a donor could reduce total taxes payable by distribut- 
ing gifts widely to donees with relatively low rates of tax, thus encourag- 
ing a wider distribution of wealth. A tax on donees would lead to attempts 
to defer the tax by the use of trusts or by postponing possession, say, 
through the imposition of a condition that would have to be Eaineted before 


the gift was complete. 


An accessions tax would be more equitable than an integrated transfer 
tax in that it would came closer to taxing in accordance with ability to 
pay. Progressiveness could be maintained, to some extent, by various schemes 
of aggregation. Many countries having integrated transfer taxes limit the 
aggregation of gifts to a period of time, usually not more than ten years, 
as it appears that the administrative difficulties of aggregating over a 
lifetime are substantial. It is also usual for the rates to vary according 
to the relationship of the donor to the donee. Presumably this type of pro- 
vision would not be needed if the family unit concept was accepted. Aggre- 
gation would meet the problem of dealing fairly with the irregularity of 
transfers and gifts so as to prevent erosion of the tax base and maintain 
progressiveness. It would also substantially eliminate opportunities for 


avoidance. 
Fairness of the Tax Base 


An accessions tax, like the tax we propose, would be based on the 
ability of the donee to pay. It would be relatively more closely related 
to the comprehensive tax base than a separate transfer tax would be » but 
somewhat less desirable than our proposal from the standpoint of progressive- 
ness, as other forms of income received by the donee would not be taken into 
account in determining the applicable rate. Deductions and exemptions could 
be similar to those recommended for gifts under the proposed comprehensive 


tax base. 
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SUCCESSION DUTY OR INHERITANCE TAX 


A succession duty or inheritance tax is a form of death duty that is 
imposed on the recipient of a gift. In Canada, succession duties with some- 
what differing characteristics are at present levied by three provinces: 
British Columbia, Ontario and Quebec. The rates of duty imposed by all three 
statutes vary for three classes of beneficiaries: immediate family, col- 
lateral relatives and strangers. Under the present rate structures in Ontario 
and Quebec, two sets of duties at progressive rates are levied, one depending 
on the size of the total estate and thus having features of an estate tax, 
and the other an additional levy depending on the amount received by each 
beneficiary, in this respect resembling a transfer tax on donees or a true 
succession duty. Under the Ontario act the additional levy does not apply 
in the case of gifts to strangers, although they are taxable at the highest 
initial rate. The British Columbia statute has only one set of rates for 
each class of beneficiaries and these depend on the size of the total estate. 
Under all three statutes the tax rate is not concerned with the wealth of 
the recipient derived from other sources or, indeed, with gifts received 
from other donors or from the same donor at different times, except gifts 


made by the donor within three or five years prior to his death. 


Canada also imposed a succession duty under the Dominion Succession 


Duty Act, which was in force from 1941 until it was replaced by the Estate 
Tax Act, which is applicable in the case of deaths occurring on or after 
January 1, 1959. Like the Ontario and Quebec statutes, the Dominion Succes- 
sion Duty Act levied two sets of duties. The initial rate applicable to a 
gift was determined solely by the size of the total estate, while the addi- 
tional rate depended both on the amount of the gift and on the relationship 
of the deceased to the beneficiary, there being four classes of beneficiaries 


to which different rates applied. 


Succession duties and inheritance taxes usually have exemptions and de~- 


ductions for debts, small bequests and charitable bequests, and substantial 
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exemptions or deductions for testamentary gifts passing to members of the 
deceased's family. The differences in treatment of these exemptions under 
an estate tax and a succession duty are not sufficient to be a factor in 

the system chosen. The scope of the family exemptions varies according to 
whether they are intended to compensate for the loss of the provider, in 
which case they are confined to a wife and dependent children, or whether 
they are based on blood relationship, in which case the definition of family 


is broader. 
Conformity to Social and Economic Ob jectives 


Like an accessions tax, a succession duty places more emphasis on taxing 
in accordance with ability to pay than on Slowing the rate of the accumla-~ 
tion of wealth. Like the present estate tax, @ pure succession duty is sub- 
Ject to avoidance by the use of inter vivos gifts unless it is combined or 
integrated with a gift tax imposed at comparable rates. It fails to achieve 
true progressiveness because it does not aggregate successions with other 
gifts or other forms of income. Hence, a succession duty or inheritance 
tax is inferior to either an accessions tax or en integrated transfer tax 


in terms of both maintaining progressiveness and preventing avoidance. 
Fairness of the Tax Base 


Like the proposed comprehensive tax base and an accessions tax, a 
succession duty or inheritance tax is based at least to some extent on the 
ability to pay of the donee. The provision for the inclusion in an estate 
of gifts made within three or five years of death as is required for the 
purpose of the federal estate tax and the provincial succession duties is 
arbitrary and uneven in application, and fails to achieve its purpose of 
thwarting tax avoidance almost directly in proportion to the wealth and 
sophistication of the donor. Thus, a pure succession duty is less satis- 
factory in these respects than either the proposed comprehensive tax base 


or an accessions tax. 


NET WEALTH TAX 


A net wealth tax is a tax levied on the net value of & taxpayer's 
assets at a point of time, including unrealized capital gains. Several 
countries have such a tax 14/, which is levied annually, usually at a low 
flat rate of between one half of 1 per cent and 3 per cent. Some European 
countries, such as Austria, Finland, The Netherlands and West Germany, have 


both a net wealth tax and death taxes 


In order to reduce administrative problems it is usual to exempt pro- 
perty under certain aggregate amounts. For example, West Germany has exemp- 
tions of about $2,500 for single persons, $5,000 for married persons, and 
$7,500 for old people and invalids. In Sweden, where the property of a 
husband and wife is aggregated, the exemption is approximately $16,000. 

Some commentators have suggested an exemption of up to $50,000 which would 
diminish as wealth increased15/. Another has taken the view 16/ that, in 
order to reduce the administrative burden, $200,000 would not be too high 

an exemption. The proper rate of exemption is a matter of the degree of 


redistribution of wealth that is desired. 


It is also common to exempt certain kinds of property which are for 
personal use, are of small importance or are relatively hard to value. 
Most commonly exempted are personal and household effects except jewellery 
and works of art, life insurance policies and pension rights, and, occa- 
sionally, certain types of property of particular importance to the economy 
of the country, such as livestock in Switzerland and assets used in agri- 


culture in India. 


The frequency with which a net wealth tax is imposed is important, 
particularly in determining an appropriate rate. Such a tax might be 
levied annually or at longer intervals; if levied only at death it would be 
similar to an estate tax. Most countries which levy such taxes do so 


annually. 
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It should not be assumed that because a number of European countries 
have & net wealth tax, it could necessarily be successfully introduced in 
Canada. In the first place, the regular income tax may be less efficient 
in many countries, so that they rely on a milti-base tax System. Secondly, 
in many cases the collection of the tax is inequitable. Some assets may 
continue to be valued at cost without adjustment for increases in market 
value. Some assets, such as corporate shares and other intangibles, and 
particularly those held abroad, may escape the tax net. Some types of 
assets which are difficult to value may be largely ignored, although the 
valuation problem is often specifically alleviated for assets for which 
there is no ready market value by requiring valuation only every three to 
five years. Thus, there are difficulties in imposing and collecting a net 


wealth tax on an equitable basis. 
Conformity to Social and Economic Ob jectives 


A net wealth tax might apply to a wide or narrow base, that is, to the 
world-wide wealth of a resident of Canada or only to the wealth situate in 
Canada. Because the situs of securities and other intangible property could 
easily be arranged to be outside Canada, thereby removing a substantial part 
of the base, we have given consideration to the more effective alternative 


of an annual net wealth tax on all the wealth of persons resident in Canada. 


A net wealth tax that is imposed at death is essentially an estate tax, 
which has been considered earlier. An annual net wealth tax would better 
satisfy the criteria of a broad base and ability to pay. Since much of the 
wealth is concentrated in relatively few hands, the tax would be hard to 
avoid because there would be a year-by-year check on assets. However, the 
problems of valuation and administration emerge as serious difficulties 
which in practice might limit the effectiveness of the tax. Most net wealth 
taxes are imposed at flat rates, and so have little effect on the distri- 
bution of wealth. Whether or not such a tax would affect the accumlation 
of wealth would depend on the rates. At the rates usually imposed, it might 
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slow the rate of accumulation of wealth, but whether it would do so to any 


greater extent than the present estate tax is difficult to say LT 
Fairness of the Tax Base 


Transfers of wealth, as such, would in general cease to have tax con- 


sequences. The new owner of the wealth would pay tax on his increased base. 


The major problems, however, of an annual net wealth tax are such that 
we do not recommend it at this time. The reasons for this view are dis- 
cussed in Chapter 7 where we point out some of its advantages and dis- 
advantages. It has been criticized as jnhibiting growth, but this argument 
would appear to be inconclusive, considering the experience of European 
nations which have such taxes and, in some cases, death taxes as well. It 
is sometimes suggested that the tax might be restricted to certain kinds 
of assets, such as land and securities, in order to simplify administration. 
However, if the tax was not comprehensive, it would be neither fair nor 
neutral. There would, of course, be valuation problems if market values 
were used, as they should be. These would be unavoidable under any system 


of wealth tax. 


= 
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APPENDIX E 


FORMULAE FOR DETERMINING THR TAX ON A 
TAX-PAID GIFT 
Where a gift is made on the basis that the tax is paid by someone other 

than the donee, it is necessary to compute the tax and also the gross amount of 
the gift, which is the total of the net gift and the tax on the gross gift. 
Under the Estate Tax Act the Department of National Revenue has followed an 
elaborate procedure involving ten successive calculations of tax for this 
purpose. Although this method was upheld by the Supreme Court of Canada in 
M.N.R. v. Estate of E,W, Bickle, Mr. Justice Judson stated that "It should 

be possible to state the Minister's proposition in such a way that an actuarial 
training is not needed to understand ros © 1/ He went on to say that, according 
to the evidence, the same result might be obtained by the application of an 


algebraic formula, 


In this appendix we set out the appropriate formulae for determining 
the tax in this situation. The forma is simple where the entire tax on 
the gift falls within one rate bracket. When the gross amount of the gift 
is such that the tax thereon falls within two or more rate brackets, the 


formula must be modified. 
Legend 
N - the net gift after federal tax, but including any provincial 


tax which, it is assumed, will always be constant. 


the tax calculated on N. 
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the tax on the gross gift, that is, on N+T(2), 


k - the part of the tax bracket within which the upper limit 
of N falls which is in excess of N unless this is the 
top bracket. 


x - the rate of tax applicable to k, or the rate of tax applicable 
to the top bracket if the upper limit of N is in the top 
bracket, 


* - the amount included in the tax bracket next above k, 
r' - the rate of tax applicable to k'. 
k" = the amount tncluded in the tax bracket next above k', 


r - the rate of tax applicable to k", 
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If the gift, including the tax, or some portion of it is eligible for 
a provincial tax credit, this must be taken into account in determining r, 
r' andr". For example, if the rate of tax stated to be applicable to k 
was 30 per cent while two thirds of the property was located in Quebec (50 
per cent credit), one sixth in British Columbia (75 per cent credit) and 
one sixth in New Brunswick (no credit), r would be 430 per cent minus 50 per 
cent of two thirds of 30 per cent (10 per cent) and minus 75 per cent of 


one sixth of 30 per cent (4.75 per cent) , or 16.25 per cent. 


Forma 1 - where the tax on the gifts falls within one rate bracket. 


m2) = 20) 


l-r 


If the tax on the gift @(2) falls within more than one rate bracket, 
the application of this forma will usually indicate the number of brackets 
within which this tax will fall. If it is more than: one bracket, it will 


then be necessary to apply one of the following formulae. 


Forme 2 - where the tax on the gift falls within two rate brackets. 


m(2) = T(1) + rk - r'k 


l= 7" 


Formula 3 - where the tax on the gift falls within three rate brackets. 
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If the tax falls within more than three rate brackets, which is un- 


likely, the formula can be further modified to provide for this case. 
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APPENDIX F 
ALTERNATIVE METHOD OF TAXING DEFERRED GIFTS 


Under the system of taxing deferred gifts that is proposed in Chapter 17, 
an initial tax would be levied on gifts payable in instalments and on gifts 
in trust, in order to achieve the important objectives of equality and 
neutrality in the taxation of all forms of income at a point of time. Al- 
though this method of achieving equality would add some complexity to the 
system, the exclusion from taxation of gifts between spouses in the family 
unit, which would constitute a large proportion of deferred gifts, would 


serve to minimize this feature. 


Nevertheless, an alternative system of taxing deferred gifts which has 
the attraction of somewhat greater Simplicity can be outlined. Such a 
system would entail deferring the tax on such gifts until the gift was re- 
ceived in possession by the annuitant, life tenant or beneficiary of a 
trust. Because the tax would be levied only as and when the amounts were 
received, this method would also provide a simple way of taxing life interests. 
If our recommendations regarding the integration of gifts into the compre- 
hensive tax base are not adopted, this alternative method of taxing gifts 
which are payable in instalments, or the possession of which is deferred, 


should be given consideration. 


The principal feature of such a system is that it would permit defer- 
ment of tax with respect to all forms of gift, in contrast to other kinds of 
income. Thus, a form of preferential tax treatment would be extended to 
gifts that would not be available to other forms of income. It should 
perhaps be emphasized that this system could be applied equally under the 
comprehensive tax base proposed in this Report, under the alternative of an 
integrated transfer tax referred to in Appendix D to this Volume, or under 
the present system of estate and gift taxation. It could be applied either 


to a system which taxed the donor or to a system which taxed the donee. 
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The treatment of the various forms of gift may be outlined as follows: 


Direct Gifts. The donee of a direct gift would have the option of 
taking the gift into income immediately and paying tax at his 
marginal rate or of depositing the gift in an interest-bearing 


Income Adjustment Account bearing interest at 5 per cent. 


Annuities and Life Interests. Annuitants and the beneficiaries of 
life interests, including widows who were beneficiaries of pensions 
under a provision for a joint life pension with continued payments 
to the survivor, would pay tax on the full amount of payments re- 
ceived as and when received, assuming that our recommendations 
with respect to tax-free transfers within the family unit were 

not accepted. If the annuitant or life tenant died prematurely, 
there would be no liability for tax in respect of payments which 
were not ultimately received, as may be the case under the present 


Estate Tax Act, which contains only limited provisions for ad- 


justing the tax in case of premature death of an annuitant. 


Assuming that the family unit proposals were adopted, if 
a gift was made to a spouse or other member of a family unit, 
the part of the payments attributable to the original fund would 
be exempt and only the interest element would be taxed as and 


when received. 


Pension and Retirement Savings Payments. Payments out of 
Registered Retirement Income Plans would be fully taxable no 
matter to whom they were payable. This would be so because the 
fund from which the payments were made would have been created 
from tax-free contributions, so that all payments should be taxed 
whether paid to the employee, his spouse or other beneficiaries. 
This is similar to the treatment which is proposed in Chapter 16. 
As explained in that chapter, the deferment of income tax at the 


time of contribution is justified on broad social grounds. 


4, Remainder Interests. Remainder interests would be taxed in full 
when they were received at their then value, which would include 
any gain in value between the time when the property was placed 
in trust and the time when it came into the possession of the 
remainderman. There would be no need to distinguish between vested 
and contingent remainders, as tax would be imposed only when the 
property came into possession. This would simplify considerably 
the taxation of complex trust interests, although it would still 
be necessary to provide for the taxation of income other than a 


gift when it was received by a trust. 


5 Powers of Appointment and Powers of Encroachment. Persons bene- 


fiting from the exercise of powers of appointment and powers of 
encroachment would pay tax at their personal rates on the pro- 
perty when received. There would be no need to tax the holders 


of general powers of appointment or encroachment. 


The foregoing is a brief outline of an alternative system of taxing 
gifts. It would achieve some simplicity at the cost of giving all gifts 
a deferment of tax in comparison with other forms of income, which would 


be taxed when received or, in some cases, when accrued. 
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APPENDIX G 


A SUMMARY OF THE UNITED KINGDOM ESTATE TAX AND 
THE UNITED STATES GIFT TAX AND ESTATE TAX 
We are outlining only the United Kingdom and the United States methods 
of taxing transfers of wealth because the general tax environment of these 
countries is relatively similar to that of Canada. Summaries of other 
methods of taxing transfers of wealth can be found in the study on gift tax 


published by the Commission 1/. 
UNITED KINGDOM 


The United Kingdom levies an estate duty under the provisions of the 
Finance Act of 189}, as amended, but does not levy any tax on inter vivos 
gifts, except that those made within five years of the death of the donor 
are subject to estate duty. In general, the estate duty applies to pro- 
perty situate in the United Kingdom passing on the death of a deceased. 
Property situate outside the United Kingdom is also taxed unless the law 
applying to the devolution is neither English nor Scottish, and either (a) 
the deceased died domiciled outside the United Kingdom, or (b) the property 
passed under a disposition made by a person who was domiciled outside the 


United Kingdom when he made it. 


Estate duty is levied on "property passing on the death" of a deceased, 
The def inition of such property is quite complex, and includes items which 
are generally similar to the types of property included under section 3) 
of the Canadian Estate Tax Act, for example, property that the deceased owned 
or Was competent to dispose of, gifts made within five years of death, 
gifts with a reservation of benefit, benefits from insurance policies pro- 
vided by the deceased, and the beneficial interest in joint annuities 


arising on death. 


One property interest that is taxed in the United Kingdom but is not 
taxed in Canada is the value of a life interest which has terminated 2/, 


Under the United Kingdom law, when a life interest created under a will has 
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terminated there is a second tax on the property interest passing because 

of the termination, the first tax having been paid, of course, on the death 
of the testator. The same position obtains where the life interest is 
created under an inter vivos settlement and the settlor fails to live for 
five years after the settlement 3/. Because this duty was being avoided 

by life tenants selling their interests to remaindermen, or by remaindermen 
releasing or selling their interests to life tenants, provisions were intro- 
duced to include in the estate of a person who transferred such an interest 
the value of the interest transferred, unless the transfer was made more 


than five years prior to death. 


Deductions from the estate include expenses (out not the costs of 
administration or losses incurred during administration), debts and gifts 
made for public or charitable purposes. There are various other exemptions 
of considerable importance, such as an exemption for estates not exceeding 
£5,000. Of particular interest, in view of our recommendations relating 
to the family unit, is a provision that where the surviving spouse has 
only a limited interest in settled property, the estate is exempt on the 
death of that spouse. There are also special reliefs or credits against 
the duty which reduce the rate. Te rate of duty on the agricultural value 
of agricultural land and on industrial plant and machinery used for the 
purposes of a business is reduced by 45 per cent. Some property in which 
the deceased did not have an interest is dutiable but is not aggregated 
with the rest of his assets for estate duty, duty being levied on that 


property separately. 


There is a graduated reduced rate for quick successions and a tax 
credit for foreign taxes paid on property situate in a foreign country. 
Unilateral relief given by the statute to relieve double taxation is super- 
seded when the United Kingdom has a reciprocal convention with another 


country such as Canada or the United States. 
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Valuation is generally at market value, with special rules applying 
in particular to shares of controlled companies. Duty is levied on a 
graduated scale from 1 per cent where the principal value is from £5,000 to 
£6,000, to 8 per cent where the value is over £1,000,000. The rate in each 
bracket applies to the whole estate and is therefore also the average rate 
and not the marginal rate on the excess over the previous bracket, as under 


the Canadian estate tax, 


Generally, tax is due six months from death and is payable by the person 
who owns the property. Thus, if the donor of property dies within five years 
after making a gift, the donee is liable for the tax. If there is a tax 
on a trust on the termination of a life interest, the trustees pay the tax. 
Tax which applies to property owned by the deceased at the date of death, 
or which he could have owned, say, by exercising a power of appointment , 


is payable by the personal representatives of the deceased. 
UNITED STATES 


The United States federal government levies both an estate tax and a 
gift tax under the Internal Revenue Code and Regulations u/, The taxes 
apply to all citizens and residents in respect of property subject to tax, 
whether the property is situate inside or outside the United States. The 
Jurisdiction assumed over non-resident aliens is more complex. Estate tax 
is levied on all taxable property situate in the United States. Gift tax 
applies to all such property if the non-resident alien is carrying on business 
in the United States, but only to real and tangible personal property situ- 


ated in the United States if he is not 5/. 
Gift Tax 


Gifts, though not specifically defined, include all inter vivos 
gratuitous transfers, direct or indirect, and also transfers made for in- 
adequate consideration. Arm's length transactions for business purposes 


are not included. The rates are progressive by brackets, and vary from 
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2,25 per cent on taxable gifts up to $5,000 to 57.75 per cent on taxable 
gifts over $10,000,000. The gift tax rates, after taking all matters into 
account, are established at a level equal to 75 per cent of the estate tax 
rates on equal stated bracket amounts. Unlike the position with respect to 
estate tax, the gift tax liability itself does not form part of a taxable 


Silvs 


In determining taxable gifts, there is an annual exclusion of gifts of 
a present interest of up to $3,000 a year for each donee, in addition to a life- 
time exemption of $30,000 for each donor and an unlimited deduction for 


charitable gifts. 


Generally speaking, property is valued at fair market value at the 
date of the gift, and liability for the tax is on the donor, the donee being 


liable if the tax is not paid by the donor. 


Two features of the tax are noteworthy in the light of our proposed 
treatment of gifts and inheritances. In mitigation of the tax, a gift by 
a married person to any person other than his spouse may, by election 
applicable to all gifts made in the year, be considered to have been made 
one half by each spouse. In addition, there is a marital deduction to the 
extent of 50 per cent of gifts by one spouse to the other. On the other 
hand, all previous taxable gifts made by a donor must be aggregated in com- 
puting the rate of tax. The procedure is quite simple: tax is calculated 
at current rates, first, on the aggregate of all taxable gifts made by a 
donor in preceding years and, second, on the aggregate of all taxable gifts 
in the current year and preceding years; the difference between the first 


and the second calculation is the gift tax for the current year. 
Estate Tax 


The federal estate tax is levied at progressive rates on taxable 
estates at rates from 3 per cent on taxable estates not over $5,000 to T7 per 


cent on amounts in excess of $10,000,000. The gross estate includes all 
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property owned beneficially by the deceased plus a wide variety of types of 
property in which the deceased had an interest. The property included is 
generally similar to the property brought into tax by section 4 of the 
Canadian Estate Tax Act. The gross estate is subject to deductions for ad- 
ministration expenses, casualty losses during administration, debts and 
charitable deductions. There is also a most important marital deduction 
which, in effect, allows a spouse to pass one half of his adjusted gross 
estate 6/ to his surviving spouse tax free, but only if the transfer is out- 
right or in trust with a general power of appointment in the surviving spouse 


so as to render it subject to estate tax on her death. 


There is also a system of tax credits for state death duties of all 
kinds and for gift tax paid on amounts brought into the gross estate T/ « A 
foreign tax credit is given by the Code or by tax treaties, and is generally 
limited to the United States federal tax applicable to the property situate 
in a foreign country. There is a diminishing credit for tax on prior trans- 
fers which is intended to avoid double taxation in the case of two deaths 


occurring within a comparatively short time. 


Valuation is at fair market value, securities listed on exchanges being 
valued at prices on the exchange, subject to recognition of the problem of 
disposing of large blocks of stock without depressing the price. Valuation 
is made as of the date of death of the deceased unless the alternate date 


of one year from death is elected. 


Most of the states also levy death duties of one kind or another, 
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REFERENCES 
D.B. Fields and E.J. Mockler, Gift Tax. 


As is explained in Chapter 21, a life interest is created when a donor 
directs his trustees to pay the income or a fixed amount from a fund 
to a designated beneficiary for his lifetime. The trust or will 
usually provides for the disposition of the fund on the death of the 


life tenant. 


It is to be observed that where a trust is entirely discretionary, 
that is, where an absolute discretion is given to trustees as to 
the application of the income and capital of the trust fund, estate 
tax is not charged until the trust finally ends, which could well 
be several decades after its creation. This loophole has been ex- 


tensively used for many years. 


Estate tax under Subtitle B, Chapter 11, sections 2001 to 2209, and 


gift tax under Subtitle B, Chapter 12, sections 2501 to 2504. 


H.R. 13103, recently passed by the House of Representatives, would 
eliminate from gift tax transfers of intangible property with a 


United States situs by any non-resident alien. 


The gross estate less deductions for administration expenses, losses 
and debts is the adjusted gross estate. See section 2056 of the 


Internal Revenue Code. 


The United States rule on the inclusion in the estate of a deceased 
of transfers of property made before death, other than bona fide 
sales for full consideration, is more complex than the Canadian rule. 
Under the United States rule, transfers made within three years of 
death are deemed to have been made in contemplation of death, 
subject to rebuttal, and are includible. Transfers made more than 
three years before death are not considered to have been made in 


contemplation of death. 


APPENDIX H 


COMPARISON OF INCOME TAXES PAYABLE AT DIFFERENT 
INCOME LEVELS IN CANADA AND THE UNITED STATES 
This appendix provides more detailed data on income taxes paid at 
different income levels in Canada and the United States than is provided in 
the text of Chapter 11, and in doing so makes clear the assumptions used in 


these comparisons. The important assumptions are the following: 


Le In all of these comparisons, the income of a taxpayer is made up 


entirely of wages and salaries. 


oi Any transfer payments received by a taxpayer are excluded from 


the comparison dis 


36 No attempt is made to allow for provisions which affect taxes 


only in subsequent years eg 
Other assumptions are referred to in notes to the various tables. 


The most important single factor resulting in lower income taxes in 
the United States for middle income families is the much more liberal 
allowance of deductions from income. Table H-1 shows the total income 
taxes which would be paid in Canada and the United States by a family that 
had two children, owned its own home and had an income of $12,000 earned 
by the head of the household. The second column of Table H-1 shows what 
tax would be paid by this family if Canadian tax rates were applied to a 
tax base defined in accordance with United States tax law. As can be seen 
by comparing this tax with the taxes calculated in the other three columns, 
the much lower taxes in the United States arise only in part from a lower 
overall rate schedule. Including average state income taxes, the United 
States middle income taxpayer pays roughly 10 per cent less tax than does 
a Canadian taxpayer with the same amount of taxable income 3/. However, 


because taxable income is, on the average, a lower fraction of gross income 
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for the United States taxpayer, the middle income United States taxpayer in 


fact pays almost 30 per cent less tax. 


The lower United States taxes result largely from a lower ratio of 
taxable income to gross income. This lower ratio, in turn, results from the 
deductibility of items such as mortgage interest, property taxes, state and 
local sales taxes and state income taxes, as well as from a more liberal 
definition of what can be claimed as cerivable donations, expenses of earn- 


ing employment income and other deductions. 


In the comparisons which follow, taxpayers are compared in three 


situations: 


Ly The taxpayer is assumed to be the head of a family with a wife and 
two children and to claim itemized deductions equal to the average 


deductions claimed by taxpayers who itemize. 


ge The taxpayer is assumed to be single, to have no dependants and 


to claim only the standard deductions u/s. 


er The taxpayer is assumed to be married, to have no children and to 


claim only the standard deductions. 


Data on estimated average itemized deductions are presented in Tables H-3 


and H-4; tax comparisons are presented in Tables H-5, H-6 and H-7. 


Some previous comparisons of United States and Canadian income taxes 
have been made using income taxes paid by residents of New York State as. 
representative of state and local income tax payments in the United States Ss 
As Table H-2 shows, income taxes in New York State are actually higher than 
in any other major state except Wisconsin. In fact, they are roughly 2.7 
times as high as average state and local income taxes combined in the United 
States. All comparisons reported in Tables H-5, H-6 and H-7 are conse- 
guently based on the average state and local income taxes se aneee see all 


taxpayers filing returns with itemized deductions. Since it may be of 


interest, average income taxes paid by a resident of New York State with a 
wife and two children and with deductions itemized are shown in Table H-8, 
As can be seen by comparing this table with Table H-5, income taxes are lower 


than Canadian income taxes, even for taxpayers in New York State. 


It should be emphasized that the comparisons in this appendix and in 
Chapter 11 include personal income taxes only. The United States capital 
Sains tax is not pol Ae account and it is assumed that gross income is 
defined in the same way in the two countries. No attempt has been made to 
take into account other direct taxes, such as corporate income taxes or gift 
taxes, which reduce the net economic power of a taxpayer. Compulsory pay- 
ments into government pension plans have also been excluded. Because com- 
pulsory payments into government pension schemes have been included in an 
earlier comparison, 6/ a comparison including Social Security taxes for 
United States taxpayers and Canada Pension Plan payments for Canadian tax- 
payers is presented in Table H-9. As can be seen by comparing the figures 
in Table H-9 with those in Tables H-5 and H-6, the inclusion of these 
compulsory government pension plan contributions does not materially affect 
the range of incomes for which taxes are lower in the United States. In 
spite of the recent large increase in Social Security taxes in the United 
States to pay for a restricted medicare programme, income taxes and com- 
pulsory social security contributions are still less in the United States 
than in Canada for taxpayers with incomes over $8,000 who have two children 


and itemize deductions, 
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TABLE H-2 


AVERAGE STATE AND LOCAL INCOME TAXES DEDUCTED 
ON UNITED STATES FEDERAL INCOME TAX RETURNS 
WITH ITEMIZED DEDUCTIONS IN 1962, BY STATES 

WITH MORE THAN 1,000,000 TAX RETURNS 


Number of 


Tax Returns Average State 


Number of With Itemized Income Tax 
States Tax Returns Deductions Deducted 
Wisconsin 1,407,472 493,951 $ 278.2 
New York 6,629,260 5 524,191 232.8 
Minnesota V191, 577 515,152 170.6 
Massachusetts 2,029, 4ho 865 ,839 1h2.7 
North Carolina 17355 694 bTa, 113 Lhe, 4 
Maryland (inc. D.C.) 1,619,915 593,313 139.9 
Virginia 1,320,568 462,375 129.9 
Indiana 1,590,890 438,991 97.1 
All United States 
Returns 62,709,083 26,455,432 85.4 

Georgia 1,096,984 433,546 84.1 
California 6,186,519 3,298,793 Cie 
Missouri 1,483,258 611,231 69.8 
New Jersey 2, 386,667 1,147,262 29.1 
Connecticut 1,007 , 534 498,117 2T.0 
Tennessee 1,090 , 583 HOT 577 14,8 
Pennsylvania 4,021,286 1,645,179 12.4 
Washington 1,018,194 426,865 Tes 
Florida 1,685,127 835,994 Pie 
Ohio 3,360,412 1,303,862 5.2 
Michigan 2,612,414 1,197,409 562 
Tllinois 3,806,569 1,461, 373 45 
Texas 3,020,013 1,072,486 3.4 


Source: Statistics of Income, 1962: Individual Income Tax Returns, 
Washington; Internal Revenue Service, 1965, Tables 2 » 26 and 29. 
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TABLE H~3 


AVERAGE ITEMIZED DEDUCTIONS IN THE UNITED STATES 
AT DIFFERENT INCOME LEVELS FOR 
MARRIED TAXPAYERS FILING JOINT RETURNS IN 1962 


State Other 


Chari- and State 
table Local and Other Total 
Medical Contri- Income Local Deduc- Deduc- 
Income. Expenses butions Taxes Taxes Interest tions ions 
$ 1,500 - - I Be - . ” = 
2,500 $\ 169 gS sess osu goalie $°- 108, 455 heoueT 
3,500 222 143 39 183 1be 97 836 
5,000 193 180 56 268 290 55 1,120 
6,500 232 218 68 322 350 161 1 
8,000 191 248 86 409 453 165 1552 
10,000 184 312 106 510 519 ©1191 1,822 
12,000 211 358 123 584 597 220 2,093 
15,000 2h8 4.83 154 736 595 285 2,501 
25,000 314 842 eh7 LL TT 490 3,826 
40,000 493 1,323 388 1,850 1,191 TT0 6,015 
70,000 677 2,954 676 3,233 1,944 1,622 11,106 
100 ,000 11. 6,083 912 4 352 3,006 2,721 17,785 
200,000 562 19,854 1,640 T 826 5,354 4,893 40,109 
350,000 se wil 36,450 3,010 14, 368 9,794 8,983 Tye one 
600 , 000 1,783 63,040 5,206 2h. , B49 16), 95a p53 50 127,353 


Note: The deductions presented in this table were estimated from separate 
estimates of average total deductions associated with each income 
level and of the average percentage breakdown of total deductions. 
Total deductions were interpolated from data in Table 13 on average 
total deductions by income class for joint returns of husbands and 
wives with itemized deductions, assuming each average deduction to 
correspond to total deductions claimed by a taxpayer with income 
equal to the average adjusted gross income of taxpayers in the class. 
The percentage breakdown of total deductions was likewise inter- 
polated from data in Table 14 on total deductions of each type 
claimed in each income class by all returns with itemized deductions. 
State and local income taxes were assumed to be a constant 17.3 per 
cent of total state and local taxes deducted, based on average United 
States data in Table 29. 


Source: Statistics of Income, 1962: Individual Income Tax Returns, Washington; 
Tnternal Revenue Service, 1965, Tables 13, 14, and 29. 


625 


TABLE H-} 


AVERAGE ITEMIZED DEDUCTIONS AT DIFFERENT INCOME 
LEVELS FOR CANADIAN TAXPAYERS IN 196) 
ADJUSTED FOR CANADA PENSION PLAN CONTRIBUTIONS 


Retirement Chari- 

Pension Savings table Canada, Total 
Petia  Biutichey Wevetine «Remap, tetiae eh Ee Ben 
$ 1,500 6 - 83 OT 16 202 
2,500 19 - 90 140 3h 283 
3,500 50 r 101 166 52 370 
5,000 107 3 121 178 719 7 488 
6,500 152 : 126 191 19 oh be 
8,000 190 12 1h2 eal 79 694 
10,000 228 hy 131. 280 79 762 
12,000 270 66 135 328 719 878 
15,000 301 153 143 370 79 1,046 
25,000 341 386 160 683 79 1,649 
40,000 4o2 594 189 T,85 19 2,409 
70,000 483 628 255 2,302 79 5, 147 
100,000 4.96 523 306 3, 841 79 5,245 
200 ,000 536 632 hho 9,984 19 11,680 
350,000 608 1,086 652 19,727 79 22,152 
600 , O00 1,043 1,862 gabe 35,817 19 37,918 

Note: Deductions presented in this table were interpolated as in Table 


H-35 from estimates of average deductions of each type for taxpayers 
classified by income class. Average pension contributions and 
retirement savings plan premiums were estimated for all taxpayers 
in an income class; medical expenses and contributions to charities 
were averaged over taxpayers not claiming the standard deduction 
(equal to the total amount claimed as standard deductions divided 
by 100). Although the Canada Pension Plan did not exist in 196}, 
the table gives the amounts which would have been payable by tax- 
payers receiving their income in the form of wages and salaries if 
the Plan had been in force in 1964. 


Source: 1966 Taxation Statistics: Individual Tax Statistics for 196, 


Ottawa; Department of National Revenue, preliminary figures Table 2. 
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TABLE H-8 


INCOME TAXES PAYABLE IN NEW YORK STATE BY A HUSBAND 
AND WIFE WITH 2 DEPENDENT CHILDREN 
CLAIMING ITEMIZED DEDUCTIONS 


Taxable 
New York New York Income 
State State for Federal Total 
Taxable Income Federal Income Income 
Income Income Tax fesieeD dk2s Pie Taxes __ 
$ 1,500 - ~ - ~ ~ 
2,500 - ~ - - - 
25000 Be) - 305 ho ho 
5,000 1,536 Le 1,525 219 230 
6,500 e017 50 a (ed 413 463 
8,000 413k 100 4 O34 621 fed 
10,000 5,885 179 5, 706 Ou) i a 
12,000 TO 273 Toot 1,e50 ee 
15,000 105253 Tes) 9,810 die ats 2,221 
25,000 19,021 1,237 17, 784 3,760 4,997 
40,000 ER i he’ PaaS Fs 29, 441 7,662 10,194 
70,000 57,170 5 052 52,118 MB slg ee ate pag bs 
100 , 000 CO. Te7 7,408 73,319 29,545 36,953 
200,000 159,131 15,248 143,883 72,943 88,191 
350,000 276,974 2 Oce 2h9,9h2 145,939 172,971 
600 , O00 45 55 46, 880 428,573 270,981 517 .Col 


Note: Taxable income for New York State income tax was estimated by sub- 
tracting from income the sum of allowable personal exemptions 
($2,600) and average total itemized deductions less average state 
and local income taxes, presented in Table H-2. New York State 
income tax was calculated using 1965 rates and credits. Federal 
income tax was calculated using 1966 rates. 
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TABLE H-9 


TOTAL INCOME AND SOCIAL SECURITY TAXES PAYABLE 
IN THE UNITED STATES AND TOTAL INCOME TAX 
AND CANADA PENSION PLAN CONTRIBUTIONS 
PAYABLE IN CANADA 
(1966. RA'TES ) 


Single Individual, 
Claiming Standard 
Deductions Onl 


Married Taxpayer With 
Two Children Claiming 


Itemized Deductions 


Income United States Canada § United States Canada 
$ 1,500 159 67 66 16 
2,500 372 2352 128 34 
3,500 605 hhé 223 119 

5 »000 Of TO 558 Bf, 
6,500 1, 306 1,097 1 665 
8,000 1,643 1,463 992 Ou 
10,000 2126 2,019 1,342 1, 395 
12,000 2.718 2,664 1,686 1,906 
15,000 3 10> 3, 809 gal, 2,823 
25,000 8,254 8,254 4561 6,657 
40,000 16,607 15,699 9,163 iGo pa gS 
70,000 ps eS, 32,589 21, 394 29, 441 
100 ,000 55,51 51,034 34,422 46,650 
200 ,000 126 , 287 119,729 83,841 110,503 
350,000 232,057 230,924 165,765 213,106 
600,000 hog, 853 428, 369 305,359 396,755 
Note: Income is assumed to be composed entirely of wages and salaries in 


computing Canada Pension Plan payments and United States Social 


Security taxes. 


local taxes. 
deduction of 
States state 
States state 
presented in 


United States calculations include average state and 

Canadian income tax is the federal income tax before 
the provincial abatement. All amounts except United 
and local taxes were calculated at 1966 rates. United 
and local taxes were assumed to be the 1962 averages 
Table H-2. Canada Pension Plan contributions are 


deductible in computing income, but United States Social Security 
taxes are not. 
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REFERENCES 


This assumption results in the exclusion of family allowances in the 
comparisons of taxes paid by families with children. If family allow- 
ances were included, it would be necessary to take other transfer pay- 


ments into account as well in order to be consistent, 


This assumption results in giving no weight to the fact that, in the 
United States, pensions based on a taxpayer's pension contributions will 
subsequently be received free of tax, At the same time the Canadian 
allowance of the deduction of pension contributions is not discounted by 


reason of the fact that the pensions based thereon will later be taxable, 


For example, on taxable income of $8,522, the United States taxpayer in 
an average state would pay state and federal income taxes totalling 
$1,634; this is $193 less than a Canadian taxpayer living in a province 


other than Manitoba, Saskatchewan or Quebec would pay. 


In Canada, the standard deduction is a flat $100 per taxpayer in lieu of 
itemized deductions for charitable donations and allowable medical ex= 
penses, In the United States, the standard deduction is the greater of: 
(a) 10 per cent of income; or (b) $100 plus an additional $100 for each 
dependant claimed; with a maximum standard deduction of $1,000. The 
United States standard deduction is in lieu of the broader range of 
itemized deductions, including home owner deductions and state income 


and sales tax deductions, allowed in that country, 


An example is provided by the 1965-66 Budget Speech reported in House of 


Commons Debates, April 26, 1965. The comparisons made in the Budget 


Speech differ from the comparisons made in this appendix in that the for- 
mer are based on an estimate of deductions which is substantially below 
the United States average and, in the case of a taxpayer with $15,000 


income, is actually lower than what can be claimed as a standard deduction, 


Budget Speech, House of Commons Debates, April 26, 1965. 
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APPENDIX I 


COMPARISON OF TAX LIABILITIES FOR WAGE 
EARNERS IN DIFFERENT FAMILY SITUATIONS 
UNDER THE CURRENT AND PROPOSED TAX SYSTEMS 
The tables in this appendix give a detailed comparison of the tax 
liabilities of different families earning income from employment under the 
current tax system and the proposed tax system in four cases reflecting 


different family situations. 
These cases are as follows: 
1. An unattached individual or a family unit with one income recipient. 


e. A family unit with 20 per cent of its income earned by a working wife 


and the balance by the husband. 


9. <A family unit with 355 per cent of its income earned by a working wife 


and the balance by the husband. 


4. A family unit in which the husband and wife each earn 50 per cent of 


the income. 


in all cases, it is assumed that all of the income is from employment and 


that the children are qualified for family allowances, each at the rate of 


$72 a year. 


For each case, three tables are presented. The first table lists the 
total federal income taxes, before the deduction of the provincial tax 
abatements, that are payable by unattached individuals and by family units 
composed of married couples with different numbers of children, given 
different levels of employment income. The second table shows the effective 
average tax rate for taxpayers in each situation. The effective average tax 
rate is the ratio of taxes paid to income. The third table presents esti- 
mates of the effective marginal rates applicable to taxpayers in each situa- 
tion. These estimates are based on the assumption that, currently, tax is 


imposed on the same proportion of the additional income as of the taxpayer's 


633 


634 


entire income. The marginal rates are computed as the effective rate of tax 


on an additional $500 of income. 


The four cases analyzed in this fashion show the effect of different 
proportions of income being earned by husbands and wives. In the last three 
cases, it is assumed that families with dependent children are eligible for 
the $80 working mother credit but not for the additional $120 credit for 
families with children younger than seven, although it is unlikely that 


families with many children would not be eligible for the latter credit. 


In all these tables, in calculating tax liabilities under the proposed 
system, income is determined under the comprehensive definition, and is 
assumed, for illustrative purposes, to be employment income only, apart 
from family allowances, which are also taken into account. It is assumed 
that the $50 standard deduction and the 5 per cent optional standard employ- 
ment expense deduction are claimed and that no additional allowable deduc- 
tions are itemized. Alternatively, it may be assumed that any additional 
deductions beyond these amounts are offset by the attribution of fringe 
benefits and other components of the comprehensive tax base which at present 
are untaxed. Current tax includes both income tax and old age security tax. 
Parents of dependent children are assumed to be receiving family allowances 


of $6 per month per child. 


The way in which the taxes are computed under the first table for each 
case can best be described by reference to several examples. Example l 
(a single individual earning $3,500) shows the method of calculation of the 
two tax figures which are presented in the fifth set of three figures in 
the column headed “unattached individual" in Table I, 1-1. Gross taxes 
under our proposals are calculated using the rate schedule for indivi- 
duals presented in Table 11- of Chapter 11. Example 2 (a family with 
a wife and three children with one income recipient earning $6,500) gives 
the calculations underlying the two tax figures shown in the eighth set of 


numbers in the fifth column of Table I, 1-1. Gross taxes in this example 
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are calculated using the family rate schedule presented in Table 11-6 of 
Chapter 11. Example 5 (a family with two school-age children in which both 
Spouses work, the husband earning $5,200 and the wife $2,800) gives the cal- 
culations underlying the two tax figures shown in the ninth set of figures, 
that is, the row corresponding to total family income of $8,000, in the 


third column of Table I, 5-1. 
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CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS 
EXAMPLE 1: SINGLE INDIVIDUAL 
EARNING $3,500 


ls Income Received 


Income earned from employment 
Family allowances 


ie Deductions 


Employment expense deduction 
Personal exemption 

Dependant allowances 
Standard deduction 


De Net Taxable Income 


he Gross Tax 


Income tax (1966 rates for current 
tax calculation) 
Old age security tax 


Se Tax Credits 


Tax credit for first child 

Tax credit for additional children 

Tax credit for working mothers 

Additional tax credit for working 
mothers with pre-school children 


6. Net Tax Paid 


Current Tax 


Calculation 


$3,500 
NA. 
$3,500 


NA. 
$1,000 
) 


100 


$1,100. 


$2,400 


$ 298 


$ 39h 


Note: "N.A." means that the item is not applicable. 


Tax Calculation 
Under the 


Proposed System 


$3,500 
) 


$3,500 


$5.55 


$ 374 
N by ys 


S Poh 


Qa oo 


$ 374 
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CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYS'TEMS 
EXAMPLE 2: FAMILY WITH WIFE AND THREE CHILDREN 
HUSBAND EARNING $6,500 


Tax Calculation 
Current Tax Under the 


Calculation Proposed System 


ds Income Received 


Income earned from employment $6 , 500 $6 , 500 
Family allowances ($6 per month per chila) N.A. 216 
$6 , 500 $6, 716 


ae Deductions 


Employment expense deduction N.A. $ 195 
Personal exemptions $2,000 N.A. 
Dependant allowances 900 N.A. 
Standard deduction 100 50 

$3,000 $ hs 
3. Net Taxable Income $3,500 $6,471 


4. =©6Gross Tax 


Income tax (1966 rates for current 


tax calculation) $ 95 Boller lep 
Old age security tax 120 N.A. 
61 mT: 


| 6 tax Credits 


fax credit for first child N.A 
Tax credit for additional children N.A. 120 
Tax credit for working mothers N.A 
Additional tax credit for working 
A 


mothers with pre-school children N.A. O 
0 $ 220 
6. Net Tax Paid $ 615 $ 5e2 


Note: "N.A." means that the item is not applicable. 
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CALCULATION OF TAXES UNDER THE CURRENT AND PROPOSED SYSTEMS 
EXAMPLE 3: FAMILY WITH TWO SCHOOL-AGE CHILDREN, 
BOTH HUSBAND AND WIFE WORKING, HUSBAND EARNING 
$5,200, WIFE EARNING $2,800 


Current Tex Tax Calculation Under 
Calculation the Proposed System 


Husband's Wife's 
Return Return Family Return 


Ls Income Received 


Income earned from employment $5,200 $2,800 $8,000 
Family allowances ($6 per month 

per child) N.A. N.A. Lyk 

$5, 200 $2,800 $8, 144 


2. Deductions 


Employment expense deduction NeAe N.A. $ 2ho 
Personal exemptions $1,000 $1,000 N.A. 
Dependant allowances 600 0 NA. 
Standard deduction 100 100 50 
$1,700 $1,100 $ 290 
3. Net Taxable Income $3,500 $1, 700 $7,854 


4h, Gross Tax 


Income tax (1966 rates for current 


tax calculation) $ 495 $ 188 $1,018 
Old age security tax 120 68 N.A. 
$615 $ 256 $1,018 
$871 


S Tax Credits 


Tax credit for first child N.A. $ 100 

Tax credit for additional children N.A. 60 

Tax credit for working mothers NA. 80 
Additional tax credit for working 

mothers with pre-school children N.Ae O 

0 $ 2h0 

6. Net Tax Paid $871 $ 778 


Note: "N.A." means that the item is not applicable. 
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TABLE |, 1-1 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM FOR AN UNATTACHED 
INDIVIDUAL AND A FAMILY UNIT WITH ONE INCOME RECIPIENT 


STATUS OF TAXPAYER 


UNAT- 
GROSS Tevnel MARRIED COUPLE 
EMPLOYMENT INDIVI- 
INCOME DUAL 
__INCOME SU nN MON ER a FE ele es AE Pe © ie 
NUMBER OF CHILDREN 
prominence spuirseeiaie eum PM ee. ii 
0 1 2 3 5 8 
1500 CURRENT TAX (1966 RATES) May, 0 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 49, 0. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX oy 0. 0. 0. 0. 0. 0. 
2000 CURRENT TAX (1966 RATES) 115; 0 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 119. 0. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX ae 0. 0. 0. 0. 0. 0. 
2500 CURRENT TAX (1966 RATES) 202. Ske is 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 199, 36. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX —3, —15. —13, 0. 0. 0. 0. 
3000 CURRENT TAX (1966 RATES) 292. 115, ids 38. 0. 0. 0. 
TAX UNDER OUR PROPOSALS ZB le 99. 8. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX —ll. —16. —69. —38. 0. 0. 0. 
3500 CURRENT TAX (1966 RATES) 394, 202. 148. 102. 64. 0. 0. 
TAX UNDER OUR PROPOSALS 314, 172s 84, 353 0. 0. Oy 
INCREASE OR DECREASE IN TAX —20. —30, —64, —67. —64. 0. 0. 
4000 CURRENT TAX (1966 RATES) 499. 292. 238. 184. 130. oe 0, 
TAX UNDER OUR PROPOSALS 471. 250. 16l. 1133 65. 0. 0. 
INCREASE OR DECREASE IN TAX —28. —42, —77. —71. —65. —5l. 0. 
5000 CURRENT TAX (1966 RATES) 691. 499. 436. By >: 310. 202. 64, 
TAX UNDER OUR PROPOSALS 681. 421, 334, 287. 240. 147. 8. 
INCREASE OR DECREASE IN TAX —10. —78. —102. —86. —70. —55. —56. 
6500 CURRENT TAX (1966 RATES) 1018. 798, t3z5 672: 615, 499. 310, 
TAX UNDER OUR PROPOSALS 1016. 698. 612; 567. 521, 430. 293. 
INCREASE OR DECREASE IN TAX —2. —100. —120. —105. —94, —69. —17. 
8000 CURRENT TAX (1966 RATES) 1384. 1128. 1062. 996. 930. 798. 615. 
TAX UNDER OUR PROPOSALS 1365. 989. 903. 858. 812. ines 587. 
INCREASE OR DECREASE IN TAX -19, —139. 159: ee -118. —76. —28. 
10000 CURRENT TAX (1966 RATES) 1940. 1644, 1566. 1488. 1410. 1254, 1040. 
TAX UNDER OUR PROPOSALS 1864. 1393. 1309. 1264. 1219. 1129. 997. 
INCREASE OR DECREASE IN TAX —/6. —251. —25/. —224, -191. -125. —43, 
12000 CURRENT TAX (1966 RATES) 2585. 2240, 2150. 2060. 1970. 1790. 1540. 
TAX UNDER OUR PROPOSALS 2400. 1817. 1733; 1688. 1644, 1556. MzZi; 
INCREASE OR DECREASE IN TAX -—185. —423, —417. —372. —326. —234, —113. 
15000 CURRENT TAX (1966 RATES) 3730. 3330. 3210; 3090. 2970. 2760. 2445. 
TAX UNDER.OUR PROPOSALS 3265. 2507. 2424, 2382. 2339. reise e 2128. 
INCREASE OR DECREASE IN TAX —465. -823., —786. —708. —631. —507. —317. 
20000 CURRENT TAX: (1966 RATES) 5925. 5475: 5340. 5205. 5070. 4800. 4395. 
TAX UNDER OUR PROPOSALS 4839, 3828. 3748. 3707. 3667. 3586. 3465. 
INCREASE OR DECREASE IN TAX  -1086. —-1647. 1592. -1498. -1403. -1214, 930, 
25000 CURRENT TAX (1966 RATES) 3175; ten 7590. 7455, 7320. 7050. 6645. 
TAX UNDER OUR PROPOSALS 6572. 5356. 5279. 5241. 5203. 5128. 5016. 
INCREASE OR DECREASE IN TAX —1603. —2369. w2 0k.) Vi +2214 9 2117) 2 =) 922. -1629. 
30000 CURRENT TAX (1966 RATES) 10620. 10120. 9970. 9820. 9670. 9370. 8920. 
TAX UNDER OUR PROPOSALS 8411. 7084, 7010. 6975. 6940. 6870. 6767, 
INCREASE.OR DECREASE IN TAX —2209. —3036. —2960. —2845, —2730. —2500. —2153. 
40000 CURRENT TAX (1966 RATES) 15620. 15120. 14970. 14820. 14670. 14370. 13920. 
TAX UNDER OUR PROPOSALS 12300. 10868. 10795. 10763. 10730. 10665. 10568. 
INCREASE OR DECREASE IN TAX —3320. —4252. -—4175.  -4057. -—3940, —3705. —3352. 
50000 CURRENT TAX (1966 RATES) 21065. 20515, 20350. 20185. 20020. 19690. 19195. 
TAX UNDER OUR PROPOSALS 16484, 15046. 14976. 14946. 14917. 14857. 14768. 
INCREASE OR DECREASE IN TAX —4581. —5469. —5374,. =5239. -5103.  -4833. —4427. 
70000 CURRENT TAX (1966 RATES) 82510; 31910. 31730. 31550; 31370, 31010. 30470. 
TAX UNDER OUR PROPOSALS 25462. 24024. 23957. 23930. 23903. 23850. 23769. 
INCREASE OR DECREASE IN TAX —7048., —7886. —7773.. -7620. -—7467. —7160. —6701. 
100000 CURRENT TAX (1966 RATES) 50955. 50305. 50110. 49915. 49720. 49330. 48745. 
TAX UNDER OUR PROPOSALS 39845. 38407. 38343, 38318. 38293, 38244, 38170. 
INCREASE OR DECREASE IN TAX —11110. -11898. -11767. -11597. -11427. —11086. -10575. 
200000 CURRENT TAX (1966 RATES) 119650. 118950. 118740. 118530. 118320. 11/900. 117270. 
TAX UNDER OUR PROPOSALS 89840, 88402. 88338. 88314. 88290, 88242. 88170. 


INCREASE OR DECREASE IN TAX -29810. -30548. -30402. -30216. ~30030. -—29658. —29100. 


Note: See assumptions in Appendix |. 
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TABLE I, 1-2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS FOR 
AN UNATTACHED INDIVIDUAL AND A FAMILY UNIT WITH ONE INCOME RECIPIENT 


STATUS OF TAXPAYER 


UNAT- 
GROSS EL MARRIED COUPLE 
EMPLOYMENT 
INCOME a nr 
NUMBER OF CHILDREN 
0 1 2 3 5 8 
1500 CURRENT TAX (1966 RATES) 0.034 0.000 0.000 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.032 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.002 0.000 0.000 0.000 0.000 0.000 0.000 
2000 CURRENT TAX (1966 RATES) 0.058 0.000 0.000 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.059 0.000 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE 0.002 0.000 0.000 0.000 0.000 0.000 0.000 
2500 CURRENT TAX (1966 RATES) 0.081 0.020 0.005 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.079. 0.014 0.000 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE 01001 0.006 0.005 0.000 0.000 0.000 0.000 
3000 CURRENT TAX (1966 RATES) 0.097 0.038 0.026 0.013 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.094 0.033 0.003 0.000 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE —0.004 -0.005  -0.023 -—0.013 0.000 0.000 0.000 
3500 CURRENT TAX (1966 RATES) 0.113 0.058 0.042 0.029 0.018 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.107 0.049 0.024 0.010 0.000 0.000 0.000 
CHANGE IN EFFECTIVE RATE 0.006 —0.009 -0.018 -0.019 -0.018 0.000 0.000 
4000 CURRENT TAX (1966 RATES) 0.125 0.073 0.059 0.046 0.032 0.013 0.000 
TAX UNDER OUR PROPOSALS 0.118 0.062. 0.040 0.028 0.016 0.000 0.000 
CHANGE IN EFFECTIVE RATE ~0.007. -0.011 -0.019 -—0.018 -0.016 —0.013 0.000 
5000 CURRENT TAX (1966 RATES) 0.138 0.100 0.087 0.075 0.062 0.040 0.013 
TAX UNDER OUR PROPOSALS 0.136 0.084 0.067 0.057 0.048 0.029. 0.002 
CHANGE IN EFFECTIVE RATE -0.002 -0.016 ~0.020 -0.017 -0.014 -0.011 —0.011 
6500 CURRENT TAX (1966 RATES) 0.157 0.123 0.113 0.103 0.095 0.077 0.048 
TAX UNDER OUR PROPOSALS 0.156 0.107 0.094 0.087 0.080 0.066 0.045 
CHANGE IN EFFECTIVE RATE -0.000 -—0.015 -0.018 -0.016 —0.014 -0.011  -0.003 
8000 CURRENT TAX (1966 RATES) 0.173 0.141 0.133 0.124 0.116 0.100 0.077 
TAX UNDER OUR PROPOSALS 0.171 0.124 0.113 0.107 0.102 0.090 0.073 
CHANGE IN EFFECTIVE RATE —0.002 -0.017. -0.020 -0.017 -0.015 -—0.010 -0.003 
10000 CURRENT TAX (1966 RATES) 0.194 0.164 0.157. 0.149 0.141 0.125 0.104 
TAX UNDER OUR PROPOSALS 0.186 0.139 0.131 0.126 0.122 0.113 0.100 
CHANGE IN EFFECTIVE RATE 0.008 —0.025 -0.026 -0.022 -0.019 -0.012  -—0.004 
12000 CURRENT TAX (1966 RATES) 0.215 0.187 0.179 0.172 0.164 0.149 0.128 
TAX UNDER OUR PROPOSALS 0.200 0.151 0.144 0.141 0.137 0.130 0.119 
CHANGE IN ERFECTIVE RATE ~0,015" =0.035 “'40.035'-°=0.031" 0.027 —0.020 -0.009 
15000 CURRENT TAX (1966 RATES) 0.249 0.222 0.214 0.206 0.198 0.184 0.163 
TAX UNDER OUR PROPOSALS 0.218 0.167 0.162 0.159 0.156 0.150 0.142. 
CHANGE IN EFFECTIVE RATE 0.031 —0.055 0.052 -0.047 -—0.042 —0.034 -0.021 
20000 CURRENT TAX (1966 RATES) 0.296 0.274. 0.267 0.260 0.253 0.240 0.220 
TAX UNDER OUR PROPOSALS 0.242 0.191 0.187 0.185 0.183 0.179. 0.173 
CHANGE IN EFFECTIVE RATE 0.054 —0.082 0.080 -0.075 -0.070 -0.061 —-—0.046 
25000 CURRENT TAX (1966 RATES) 0.327 0.309 0.304. 0.298 0.293 0.282 0.266. 
TAX UNDER OUR PROPOSALS 0.263 0.214 0.211 0.210 0.208 0.205 0.201 
CHANGE IN EFFECTIVE RATE 0.064 —0.095 —0.092 —-0.089 —0.085 -—0.077. -0.065 
30000 CURRENT TAX (1966 RATES) 0.354 0.337 0.332 0.327 0.322 0.312 0.297 
TAX UNDER OUR PROPOSALS 0.280 0.236 0.234 0.232 0.231 0.229 0.226 
CHANGE IN EFFECTIVE RATE 0.074 —0.101 -0.099 -0.095 -0.091 -—0.083  -0.072 
40000 CURRENT TAX (1966 RATES) 0.390 0.378 0.374 0.370 0.367 0.359 0.348 
TAX UNDER OUR PROPOSALS 0.308 0.272 0.270 0.269. 0.268 0.267 0.264 
CHANGE IN EFFECTIVE RATE 0.083 —0.106 0.104  -0.101 —0.098 —0.093  -0.084 
50000 CURRENT TAX (1966 RATES) 0.421 0.410. 0.407 0.404 0.400 0.394 0.384 
TAX UNDER OUR PROPOSALS 0.330 0.301 0.300 0.299 0.298 0.297 0.295 
CHANGE IN EFFECTIVE RATE 0.092 —0.109 -0.107 -0.105 -—0.102 -0.097 —0.089 
70000 CURRENT TAX (1966 RATES) 0.464 0.456 0.453 0.451 0.448 0.443 0.435 
TAX UNDER OUR PROPOSALS 0.364. 0.343 0.342 0.342 0.341 0.341 0.340 
CHANGE IN EFFECTIVE RATE 0. 10H) 0.113, "041 “-020h O-Gcr —0.102  -0.096 
100000 CURRENT TAX (1966 RATES) 0.510 0.503 0.501 0.499 0.497 0.493 0.487 
TAX UNDER OUR PROPOSALS 0.398. 0.384 0.383 0.383 0.383 0.382 0.382 
CHANGE IN EFFECTIVE RATE -0.11] —0.119 -0.118 —0.116 © —-0.114 —0.111 -0.106 
200000 CURRENT TAX (1966 RATES) 0.598 0.595 0.594 0.593 0.592. 0.589 0.586. 
TAX UNDER OUR PROPOSALS 0.449 0.442 0.442 0.442. 0.441 0.441 0.441 
CHANGE IN EFFECTIVE RATE ~0.149 —0.153 —0.152 -0.151 -0.150 —0.148 —-0.146 


Note: See assumptions in Appendix I. 


EFFECTIVE MARGINAL TAX RATES UNDER TH 
AN UNATTACHED INDIVIDUAL AND A FA 


GROSS 
EMPLOY MENT 
INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES ) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
‘CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX' UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX: UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


Note: See assumptions in Appendix |. 
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TABLE 4) TS3 


0.128 
0.140 
0.012 


0.174 
0.160 
—0.013 


0.180 
0.165 
—0.015 


0.204 
0.186 
—0.018 


0.210 
0.194 
—0.016 


0.194 
0.207 
0.013 


0.214 
0219 
0.005 


0.220 
05233 
0.013 


0.260. 
0.241 
=0.019 


0.300 
0.258 
—0.042 


0.350 
0.275 
—0.075 


0.400. 
0.291 
—0.109 


0.450 
0.320 
—0.130 


0.450 
0.350 
—0.100 


0.500 
0.370 
—0.130 


0.500 
0.390 
—0.110 


0.550 
0.420 
—0.130 


0.600 
0.460 
—0.140 


0.650 
0.490 
—0.160 


0.700 
0.500 
—0.200 


STATUS OF TAXPAYER 


MARRIED COUPLE 


NUMBER OF GHILDREN 


2 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.077 
0.000 
—0.077 


0.128 
0.070 
—0.058 


0.163 
Mew) 
—0.008 


0.180 
0.174 
—0.006 


0.210 
0.183 
—0.027 


0.208 
0.194 
—0.014 


0.220. 
0.201 
—0.019 


0.260 
0.209. 
—0.051 


0.300 
O.222 
—0.078 


0.400 
0.241 
=0.159 


0.450 
0.278 
—0.172 


0.450 
0.318 
~~), 32 


0.500 
0.356 
-—0.144 


0.500 
0.388 
=0.112 


0.550 
0.424 
—0.126 


0.600 
0.460 
—0.140 


0.650 
0.492 
—0,158 


0.700 
0.500 
—0.200 


3 


0.000 
0.000 
0.000. 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.128 
0.000 
—0.128 


0.132 
0.131 
—0.001 


0.180 
Gn105 
—0.005 


0.210 
0.184 
—0.026 


0.190 
0.194 
0.004 


0.220 
0.202 
—0.018 


0.260. 
0.211 
—0.049 


0.300 
0.225 
—0.075 


0.400 
0.245 
=0.155 


0.450 
0.283 
—U. 167 


0.450 
0.323 
—0.127 


0.500 
0.360 
—0.140 


0.500 
0.393 
—0.107 


0.550 
0.427 
—0.123 


0.600 
0.460 
—0.140 


0.650 
0.493 
—0,157 
0.700 


0.500 
—0.200 


E CURRENT AND PROPOSED TAX SYSTEMS FOR 
MILY UNIT WITH ONE INCOME RECIPIENT 
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TABLE |, 2-1 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM FOR A FAMILY 
UNIT WITH 20 PER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 
INCOME RE |, nnn a nae ne rrr a 
NUMBER OF CHILDREN 
0 1 2 3 5 8 
1500 CURRENT TAX (1966 RATES) 0 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 0. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 0. 0. 0. 0. 0. 0. 
2000 CURRENT TAX (1966 RATES) 0 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 0. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 0. 0. 0. 0. 0. 0. 
2500 CURRENT TAX (1966 RATES) 19. 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 36. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 17. 0. 0. 0. 0. 0. 
3000 CURRENT TAX (1966 RATES) 83. 45. 6. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 99. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 16. 45. -6. 0. 0. 0. 
3500 CURRENT TAX (1966 RATES) 157. 109. 70. 32. 0. 0. 
TAX UNDER OUR PROPOSALS 172. 4. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX eae (8: -70. 32. 0. 0. 
4000 CURRENT TAX (1966 RATES) 247. 193. 139. 96. 19. 0. 
TAX UNDER OUR PROPOSALS 250. 81. 33. 0. 0. 0. 
INCREASE OR DECREASE IN TAX a4) Leper -%. -19. 0. 
5000 CURRENT TAX (1966 RATES) 446. 383. 320. 265. 157. 32. 
TAX UNDER OUR PROPOSALS 421. 254. 207. 160. 67. 0. 
INCREASE OR DECREASE IN TAX 9g," [308i Nar Ao, -90. 32. 
6500 + CURRENT TAX (1966 RATES) 758. 698. 641. 584. 462. 282. 
TAX UNDER OUR PROPOSALS 698. 532. 487. 441. 350. 213. 
INCREASE OR DECREASE IN TAX 60M ns | DOS ee Lone bee gery ak Ras —68. 
8000 CURRENT TAX (1966 RATES) 1060. 994. 928. 862. 736. 563. 
TAX UNDER OUR PROPOSALS 989. 823. 778. 732. 642. 507. 
INCREASE OR DECREASE IN TAX EET, hs y= abet ALS ako 94. 56. 
10000 CURRENT TAX (1966 RATES) 1499. 1421. 1343 spon, i 2eSdbed 935. 
TAX UNDER OUR PROPOSALS 1393. 1229. 1184. 1139. = 1049. 917. 
INCREASE OR DECREASE IN TAX BLOGS. | 5-193: 2 oe, “Dorn aes 84. -18. 
12000 CURRENT TAX (1966 RATES) 2004. 1914. 1828.6 soy « , ATB0 cares 94a Maen 
TAX UNDER OUR PROPOSALS TSity. jas 165%: rede, "1564," 1aT6., Para 
INCREASE OR DECREASE IN TAX ig7 0") 26 ea ec LOO Se ce -13. 
15000 CURRENT TAX (1966 RATES) BBE Tdi way 211 G 2661s». , 2562¢ ue») 280ey pana eee 
TAX UNDER OUR PROPOSALS 2507. 2344. 2302, 49259." P\igi73, EZR. 
INCREASE OR DECREASE IN TAX Bag.) A2Gei Sebel aaa eee 64. 
20000 CURRENT TAX (1966 RATES) 4629. 4509. 4389. «4269. «= 4029. 3669. 
TAX UNDER OUR PROPOSALS $28.” | 3668." ) Bey) 43587. 9" S506. Meee 
INCREASE OR DECREASE IN TAX 2000. B42 SFe20 20 S682ts aes ae 
25000 CURRENT TAX (1966 RATES) 6616. 6481. 6346. 6211. 5941. 5336. 
TAX UNDER OUR PROPOSALS 5356. «5199. 5161. 5123. 5048. 4936. 
INCREASE OR DECREASE IN TAX -1260. 1282. —1185. -1088. 893. 600. 
30000 CURRENT TAX (1966 RATES) 8633. 8498. 9363... 9228., 7958... yaaa 
TAX UNDER OUR PROPOSALS 7084. 6930. 6895. 6860. 6790. 6687. 
INCREASE OR DECREASE IN TAX ~1549. 1568. 1468. 1368. 1168. — -866. 
40000 CURRENT TAX (1966 RATES) 13004. 12854. 12704. = -12554. 12254. 11804. 
TAX UNDER OUR PROPOSALS 10868. 10715. 10683. 10650. = 10585. 10488. 
INCREASE OR DECREASE IN TAX -2136. 2139." —2021. = -1904..  =1669.  -1316. 
50000 + CURRENT TAX (1966 RATES) 17560. 17410. 17260. 17110. 16810. —16360. 
TAX UNDER OUR PROPOSALS 15046. 14896. 14866. ~=—-14837. «14777. 14688. 
INCREASE OR DECREASE IN TAX -2514. -2514.  -2394. -2273.  -2033.  —1672. 
70000 CURRENT TAX (196 RATES) 27695. 27530. + «27365. += 27200. +=. 26870. 26375. 
TAX UNDER OUR PROPOSALS 24024. 23877. 23850. 23823. «= 23770. += -23689. 
INCREASE OR DECREASE IN TAX “3671. 3653. 3515. —3377. -3100.  -2686. 
100000 + CURRENT TAX (1966 RATES) 44435. 44255. 44075. 43895. 43535. 42995. 
TAX UNDER OUR PROPOSALS 38407. 38263. 38238. «38213. + 38164. +: 38090. 
INCREASE OR DECREASE IN TAX 6028.  —5992. 5837. 5682. 5371. 4905. 
200000 CURRENT TAX (1966 RATES) 107270. 107060. 106850. 106640. 106220. 105590. 
TAX UNDER OUR PROPOSALS 88402. 88258. 88234. 88210. 88162. 88090. 
INCREASE OR DECREASE IN TAX  -18868. —18802. —18616. —18430. —18058.  —17500. 


Note: See assumptions in Appendix |. 
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TABLE I, 2-2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS FOR- 
A FAMILY UNIT WITH 20 PER CENT OF ITS INCOME FROM A WORKING WIFE 


GROSS 
EMPLOYMENT 
INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 


_ CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN EFFECTIVE RATE 


Note: See Assumptions in Appendix |. 


STATUS OF TAXPAYER 


MARRIED COUPLE 


NUMBER OF CHILDREN 


2 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.002 
0.000 
—0.002 


0.020 
0.000 
-0.020 


0.035 
0.008 
—0.027 


0.064 
0.041 
—0.023 


0.099 
0.075 
—0.024 


0.116 
0.097 
—0.019 


0.134 
0.118 
—0.016 


0.152 
0.134 
—0.018 


0.178 
0.153 
—0.024 


0.219 
0.181 
—0.038 


0.254 
0.206 
—0.047 


0.279 
0.230 
—0.049 


0.318 
0.267 
—0.051 


0.345 
0.297 
—0.048 


0.391 
0.341 
—0.050 


0.441 
0.382 
—0.058 


0.534 
0.441 
—0.093 


3 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.009 
0.000 
—0.009 


0.024 
0.000 
—0.024 


0.053 
0.032 
—0.021 


0.090 
0.068 
—0.022 


0.108 
0.092 
—0.016 


0.127 
0.114 
—0.013 


0.146 
0.130 
—0.015 


0.171 
0.151 
—0.020 


0.213 
0.179 
—0.034 


0.248 
0.205 
—0.044 


0.274 
0.229 
—0.046 


0.314 
0.266 
—0.048 


0.342 
0.297 
—0.045 


0.389 
0.340 
—0.048 


0.439 
0.382 
—0.057 


0.533 
0.441 
—0.092 
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TABLE I, 2-3 


EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS FOR 
A FAMILY UNIT WITH 20 FER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 
INCOME ——— OO ———O 
NUMBER OF CHILDREN 
0 1 2 3 5 8 

1500 CURRENT TAX (1966 RATES) 0.000 0.000 0.000 0.000 0,000 0.000 

TAX UNDER OUR PROPOSALS 0.000 0.000 0.000 0.000 0.000 0.000 

CHANGE IN MARGINAL RATE 0.000 0,000 0.000 0.000 0.000  —0.000 

2000 CURRENT TAX (1966 RATES) 0.038 0,000 0.000 0.000 0,000 0.000 

TAX UNDER OUR PROPOSALS 0.071 0.000 0.000 0.000 0,000 0.000 

CHANGE IN MARGINAL RATE 0.033 0.000 0.000 0.000 0.000 0,000 

2500 CURRENT TAX (1966 RATES) 0.128 0.090 0.013 0.000 0.000 0.000 

TAX UNDER OUR PROPOSALS 0.126 0.000 0.000 0.000 0.000 0.000 

CHANGE IN MARGINAL RATE 0.002 -0.090 -0.013 0.000 0.000  —0.000 

3000 CURRENT TAX (1966 RATES) 0.148 0.128 0.128 0.064 0.000 —0.000 

TAX UNDER OUR PROPOSALS 0.147 0.007 0.000 0.000 0.000 0.000 

CHANGE IN MARGINAL RATE 01001 0.121 -0.128  -0.064 0.000 0.000 

3500 CURRENT TAX (1966 RATES) 6.180, 0,168 “sy Od3 fy yy pOdebey 0038) 0.000 

TAX UNDER OUR PROPOSALS 0155 0.155 0.066 0.000 0,000  — 0.000 

CHANGE IN MARGINAL RATE 01025 0.013 -0.072 -0.128  -0.038 0.000 

4000 CURRENT TAX (1966 RATES) 0.189 0.180 0.180 0.158 0.128 0.000 

TAX UNDER OUR PROPOSALS O68 O17 Fah Olas ya0-1oma yao — B.008 

CHANGE IN MARGINAL RATE 01021 0.009  -0.006  -0.013 -0.128 0.000 

5000 CURRENT TAX (1966 RATES) 0;204 0.210) 2 > Oran iO lG5ary yDel80° 7 Ue 

TAX UNDER OUR PROPOSALS O.180 0, 1829) 0,183), 70,1845 5002184 0.040 

CHANGE IN MARGINAL RATE 01024 0.028  -0.027 -0.011 0.004 -0.087 

6500 CURRENT TAX (1966 RATES) 6,202" 0.190) jaahlies aieOcldSuny xD eee 

TAX UNDER OUR PROPOSALS 0.194 0.1949 0.194 0.194 0.194 0.194 

CHANGE IN MARGINAL RATE 0,008 0.004 0.016 0.016 0.000 0.018 

g000 CURRENT TAX (1966 RATES) 0.202, 0.202) ya srDy20ze gyiDs2Oeacy eed Ue 

TAX UNDER OUR PROPOSALS 0.198 0.199 0.201 0.202 0.204 0.204 

CHANGE IN MARGINAL RATE 01004 0.002 -0.001 0.001 0.014 0.022 

10000 CURRENT TAX (1966,RATES) 0.238 0.238 «= 0.238 ~=Ss«0.238 «0.206,» 0.206 

TAX UNDER OUR PROPOSALS 0.206 - 0,208 as Di200annw0.Abla rea Occla | 00.2id 

CHANGE IN MARGINAL RATE 0.031  -0.030  -0.028  -0.027 0.008 0.008 

12000 CURRENT TAX (1966 RATES) 0.276 0.276 0.268 0.244 0.244 ~ “0.244 

TAX UNDER OUR PROPOSALS 0216 O.21%7 he Oreedyey 0.2esanu niece, | Crees 

CHANGE IN MARGINAL RATE 01060 0.057 -0.046  -0.019  -0.013  -0.011 

15000 CURRENT TAX (1966 RATES) G:316 0.316; a -c0i316, gry O:316y.) «Dele  Uleae 

TAX UNDER OUR PROPOSALS 0,233 0.236) 0.24), 524 0.24d yaya Oeona) § O.2ee 

CHANGE IN MARGINAL RATE 0.083  -0.080 "-0.075 0.071" -0.022) . —0.014 

20000 CURRENT TAX (1966 RATES) 0.392 0.32) yp p(OadO2y Gy OisOein) Kee: ee 

TAX UNDER OUR PROPOSALS O21) 0.272 4 9 Oidseyn nnd -2osncmaioe oe ee 

CHANGE IN MARGINAL RATE 0.122 40.090  -0.084  -0.079 -0.067 0.052 

25000 CURRENT TAX (1966 RATES) 0.398 0.398 «= 0.398 «= (0.398 0,398 (0.398 

TAX UNDER OUR PROPOSALS 0.310, 0.312 41) 0.3182 - 0.323) 033m, O50 

CHANGE IN MARGINAL RATE 0.088 0.086  -0.080  -0.075 0.063 0.048 

30000 CURRENT TAX (1966 RATES) 0.404 0.404 0.404 0.404 0.404 0.404 

TAX UNDER OUR PROPOSALS 0.350 0.351 0.356 0.360 0.369 «= 0.380 

CHANGE IN MARGINAL RATE 0.054 0.053 -0.048 0.044 0.035 -0.024 

40000 CURRENT TAX (1966 RATES) 0.452 0.452, 1a 0.452: OA) x eae ee 

TAX UNDER OUR PROPOSALS 0.380 0.382 0.388 0.393 0.405 0.420 

CHANGE IN MARGINAL RATE 0.072 0.070 -0.064  -0.059  -0.047 -0.032 

50000 CURRENT TAX (1966 RATES) 0.460 0.460 0.460 0.460 0.460 0.460 

TAX UNDER OUR PROPOSALS 0.420 0.421... 0.424, 0.427)... .0.432 0.440 

CHANGE IN MARGINAL RATE 0.040 0.039  -0.036  -0.033  -0.028 0.020 

70000 CURRENT TAX (1966 RATES) 0.520 0.520 0.520 0.520 0,520 0.520 

TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 

CHANGE IN MARGINAL RATE 0.060 0.060 -0.060  -0.060 -0.060  -0.060 

100000 = CURRENT TAX (1966 RATES) 0.570 0.570 0.570 0.570 -* 0.570 ~— 0.570 

TAX UNDER OUR PROPOSALS 0.490 0.490 0.492 0.493 0.496 0.500 

CHANGE IN MARGINAL RATE 0.080  -0.080  -0.078  -0.077 0.074  -0.070 

200000 + CURRENT TAX (1966 RATES) 0.600 0.660 0.660 0.660 0.660 0.660 

TAX UNDER OUR PROPOSALS 0500 0.500 0.500 0.500 0,500 0.500 

CHANGE IN MARGINAL RATE 0.160 -0.160 -0.160 -0.160 -0.160 -0.160 


Note: See assumptions in Appendix |. 


645 


TABLE |, 3-1 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM FOR A FAMILY 
UNIT WITH 35 PER CENT OF ITS INCOME FROM A WORKING WIFE 


GROSS 
EMPLOYMENT 
INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 


. INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
INCREASE OR DECREASE IN TAX 


Note: See Assumptions in Appendix |. 


103160. 
88402. 
—14758. 


a 


102950. 
88258. 
—14692. 


STATUS OF TAXPAYER 


MARRIED COUPLE 


NUMBER OF CHILDREN 


2 


ep. 


102740. 
88234. 
—14506. 


Or 999 999 SSS 


3 


aa 
28 S999 999 S99 999 


102530. 
88210. 
—14320. 


—38. 


102110. 
88162. 
—13948. 


l 
1S) 1S] 
ee 


247. 
a13. 
3.9, 


512. 
507. 
=5, 


908. 
21k 
ZA 


Hee 
1347. 
32. 


1958. 
2048. 
90. 


3248. 
3385. 
L3i. 


4849. 
4936. 
87. 


6710. 
6687. 
—23. 


10875. 
10488. 
—387. 


15470. 
14688. 
—782. 


25220. 
23689. 
—1531. 


41190. 
38090. 
—3100. 


101480. 
88090. 
—13390. 
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TABLE |, 3-2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS FOR 
A FAMILY UNIT WITH 35 PER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 
INCOME OUR) TERME EC eens leer ene em 
NUMBER OF CHILDREN 
0 1 2 3 5 8 

1500 CURRENT TAX (1966 RATES) 0.000 0,000 0.000 0.000 0,000 0,000 

TAX UNDER OUR PROPOSALS 0.000 0.000 0.000 0.000 0,000 0,000 

CHANGE IN EFFECTIVE RATE 0,000 0,000 + 0.000 += 0.000» 0.000 0.000 

2000 + CURRENT TAX (1966 RATES) 0.000 0.000 0.000 0.000 0,000 0.000 

TAX UNDER OUR PROPOSALS 0.000 0,000 0.000 0.000 0,000 0,000 

CHANGE IN EFFECTIVE RATE 0.000 0,000 0.000 0.000 0,000 0.000 

2500 CURRENT TAX (1966 RATES) 0.008 0.000 0.000 0,000 0,000 0,000 

TAX UNDER OUR PROPOSALS 0.014 0.000 0.000 0.000 0.000 0,000 

CHANGE IN EFFECTIVE RATE 0.007 0.000 0.000 0.000 0,000 0,000 

3000 CURRENT TAX (1966 RATES) 0.028 0.015 0,002 0.000 0,000 0.000 

TAX UNDER OUR PROPOSALS 0.033 0.000 0.000 0.000 0.000 0,000 

CHANGE IN EFFECTIVE RATE 0.005 0.015 0.002 0.000 0.000 0,000 

3500 CURRENT TAX (1966 RATES) 0.049 0.036 0.025 0.014 0,000 0.000 

TAX UNDER OUR PROPOSALS 0.049 0.001 0.000 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0000  -0.035 0.025 -0.014 0,000 0.000 

4000 CURRENT TAX (1966 RATES) 0.065 0.051 0.038 0.029 0,010 0,000 

TAX UNDER OUR PROPOSALS 0.062 0.020 0.008 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0,002 0.031  -0.030  -0.029 0.010 0.000 

5000 CURRENT TAX (1966 RATES) 0.085 0.073 + 0.062.»=:0.052_—S «0.033 (0.010 

TAX UNDER OUR PROPOSALS. 0.084 0.051 0.041 0.032 0.013 —0.000 

CHANGE IN EFFECTIVE RATE 0.001 0.022 -0.021 -0.020 -0.020 -0.010 

6500 CURRENT TAX (1966 RATES) 0.108 0.099 0.089 0.080 0.062 0.038 

TAX UNDER OUR PROPOSALS 0.107 0.082 0.075 0.068 0.054  — 0,033 

CHANGE IN EFFECTIVE RATE 0.001  -0.017 -0.015  -0.012 -0.008 -0.005 

g000 CURRENT TAX (1966 RATES) 0.123 0.116 0.109 0.102 0.086 0.064 

TAX UNDER OUR PROPOSALS 0.124 0.103 0.097 0.092 0.080 (0,063 

CHANGE IN EFFECTIVE RATE 0.000  -0.013 0.012 -0.010  -0.006  -0.001 

10000 + CURRENT TAX (1966 RATES) 0.141 0.135 0.128 0.121 0.108 0.091 

TAX UNDER OUR PROPOSALS 0.139 . .0.123-ASO aS 0,114 UU 80.109 ee 

CHANGE IN EFFECTIVE RATE 0.002 -0.012 0.010 -0.008  -0.004 0.001 

12000 CURRENT TAX (1966 RATES) Oise, 0. ARO AaerD O43 PAG 2e Be 

TAX UNDER OUR PROPOSALS O51 © 0.138 Aiea) ho 30ND 26025 ee 

CHANGE IN EFFECTIVE RATE 0.005 0.012 -0.009 -0.007 -0.003 0.003 

15000 CURRENT TAX (1966 RATES) Oya = 068 Loe”) oer" OaG MOTEL 

TAX UNDER OUR PROPOSALS ater 0,266 A0'0,153) 2 CONSPML 0145 Ole 

CHANGE IN EFFECTIVE RATE -0.007 0.012 -0.008 -0.006 -0.001 0.006 

20000 + CURRENT TAX (1966 RATES) 0.203 0.198 0.193 0.187 0.177 0.162 

TAX UNDER OUR PROPOSALS 0191 0.083. ACCOLTBLS ULONTIM O75, ae 

CHANGE IN EFFECTIVE RATE -0.012 0.015 -0.011 -0.008  -0.002 0.007 

25000 CURRENT TAX (1966 RATES) 0/233 «0,228 ( Y o,22a)) XO21e07 "0.208 OAS 

TAX UNDER OUR PROPOSALS 0.214 ‘ 0.208.A70)206" 7 (0:205") 60.202) Oia 

CHANGE IN EFFECTIVE RATE -0.018  -0.020 -0.016  -0.013 0.006 0.003 

30000 + CURRENT TAX (1966 RATES) 0.260 0.255 (0.251 0.2469 0.237 70.224 

TAX UNDER OUR PROPOSALS 0,236. 0.231 920,230) 0.229-") 40.226 Oa 

CHANGE IN EFFECTIVE RATE 0.024 0.024 -0.021 -0.017 -0.011 -0.001 

40000 += CURRENT TAX (1966 RATES) 0.299 0.295 0.292 «0.2892 «0.282072 

TAX UNDER OUR PROPOSALS 0.272 0.268 0.267 0.266 0.265 0.262 

CHANGE IN EFFECTIVE RATE 0.027  -0.028 -0.025 -0.022 -0.017 -0.010 

50000 CURRENT TAX (1966 RATES) 0.333 0.330 «= 0.327-—=S «0.324 «0,318 = 0.309 

TAX UNDER OUR PROPOSALS 0.301. 0.298 1.01297" | "0.297 "| AO.296 | 02a 

CHANGE IN EFFECTIVE RATE 01032 0.032 -0.030 0.028  -0.023  -0.016 

70000 CURRENT TAX (1966 RATES) 0.379 0.377 «= 0.374 = s«0.372—«0,367 (0.360 

TAX UNDER OUR PROPOSALS 0.343 0.341 0.341 0.340 «= 0.3400. 338 

CHANGE IN EFFECTIVE RATE -0.036  -0.036  -0.034  -0.032 -0.028  -0.022 

100000 + CURRENT TAX (1966 RATES) 0.426 0.424 0.423 0.421 - 0.417 0.412 

TAX UNDER OUR PROPOSALS 0384 0.383 0.382 «= 0.382,—s—«—«*.3882_——«C 8B 

CHARGE IN EFFECTIVE RATE 0.042 0.042 -0.040 -0.039 -0.036  -0.031 

200000 + CURRENT TAX (1966 RATES) 0.516 0.515 0.514 0.513 0.511 0.507 

TAX UNDER OUR PROPOSALS 0.442 0.441 0.441 0.441 0.441 — 0.440 

CHANGE IN EFFECTIVE RATE -0.074 0.073 -0.073 -0.072 -0.070 -0.067 


Note: See assumptions in Appendix lI. 


EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS 


GROSS 
EMPLOY MENT 
INCOME 


1500 


2000 


2500 


3000 


3500 


4000 


5000 


6500 


8000 


10000 


12000 


15000 


20000 


25000 


30000 


40000 


50000 


70000 


100000 


200000 
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TABLE |, 3-3 


FOR A FAMILY UNIT WITH 35 PER CENT OF ITS INCOME FROM A WORKING WIFE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 


‘CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


CURRENT TAX (1966 RATES) 
TAX UNDER OUR PROPOSALS 
CHANGE IN MARGINAL RATE 


Note: See Assumptions in Appendix |. 


STATUS OF TAXPAYER 


MARRIED COUPLE 


NUMBER OF CHILDREN 


2 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.013 
0.000 
—0.013 


0.160 
0.000 
—0.160 


0.134 
0.066 
—0.069 


0.155 
0.174 
0.018 


0.162 
0.183 
0.021 


O2499 
0.194 
—0.005 


0.186 
0.201 
0.014 


0.216 
0.209 
—0.007 


0.235 
0.222 
—0.013 


0.272 
0.241 
—0.031 


0.310 
0.278 
—0.033 


07351 
0.318 
—0.033 


0.397 
0.356 
—0.042 


0.432 
0.388 
—0.045 


0.482 
0.424 
—0.059 


0.515 
0.460 
—0.055 


0.565 
0.492 
—0.073 


0.665 
0.500 
—0.165 


3 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.000 
0.000 
0.000 


0.096 
0.000 
—0.096 


0.134 
0.000 
—0.134 


0.129 
0.145 
0.016 


0.162 
0.184 
0.022 


0.199 
0.194 
—0.005 


0.186 
0.202 
0.016 


0.216 
0.211 
—0.006 


0.219 
0.225 
0.006 


0.252 
0.245 
—0.007 


0.310 
0.283 
—0.027 


0.351 
0.323 
—0.028 


0.397 
0.360 
—0.038 


0.432 
0.393 
—0.039 


0.482 
0.427 
—0.056 


0.515 
0.460 
—0.055 


0.565 
0.493 
—0.072 


0.665 
0.500 
—0.165 
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TABLE I, 4-1 


CHANGES IN TAX LIABILITIES UNDER THE PROPOSED TAX SYSTEM FOR 
A FAMILY UNIT WITH 50 PER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 


INCOME eer ee 


NUMBER OF CHILDREN 


0 1 2 3 5 8 

1500 CURRENT TAX (1966 RATES) 0 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 0 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 0 0. 0. 0. 0. 0. 

2000 CURRENT TAX (1966 RATES) 0. 0. 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS 0. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 0 0. 0. 0. 0. 0. 

2500 CURRENT TAX (1966 RATES) 38. 1S, 0. 0. 0. 0. 
TAX UNDER OUR PROPOSALS SO. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 3. -19. 0. 0. 0. 0. 

3000 CURRENT TAX (1966 RATES) 102. 64. 26. 13. 0. 0. 
TAX UNDER OUR PROPOSALS 99. 0. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX —4. —64. —26. -13. 0. 0. 

3500 CURRENT TAX (1966 RATES) 166. 128. 90. Bis 6. 0. 
TAX UNDER OUR PROPOSALS Ly 2. 4. 0. 0. 0. 0. 
INCREASE OR DECREASE IN TAX 6. -124. -—90. —51. -6. Oe; 

4000 CURRENT TAX (1966 RATES) 230. 1972. 154. Le 38. 0. 
TAX UNDER OUR PROPOSALS 250. 81. 35: 0. 0. 0. 
INCREASE OR DECREASE IN TAX ee -111. -121. -115. —38. 0. 

5000 CURRENT TAX (1966 RATES) 404. 350. 296. 250. 166. pbs 
TAX UNDER OUR PROPOSALS 421. 254. 207: 160. 67. 0. 
INCREASE OR DECREASE IN TAX Li. —%. —89. —90. -99. —51. 

6500 CURRENT TAX (1966 RATES) 683. 624. 566. oye 404. 245. 
TAX UNDER OUR PROPOSALS 698. O75 487. 441. 350. Zr3. 
INCREASE OR DECREASE IN TAX 15. —92. —79. —71. —54. —32. 

8000 CURRENT TAX (1966 RATES) 998. 935, 872. 809. 683. 512; 
TAX UNDER OUR PROPOSALS 989. 823. 778. Joe 642. 507. 
INCREASE OR DECREASE IN TAX -9. -112. -94. —77. —4l. —5. 

10000 CURRENT TAX (1966 RATES) 1382. 132). 1268. 1211. 1085. 908. 
TAX UNDER OUR PROPOSALS £393. 122%. 1184. Tis. 1049. 917. 
INCREASE OR DECREASE IN TAX 12; —%. —84. -72. —36. ee 

12000 CURRENT TAX (1966 RATES) 1816. 1750. 1684. 1618. 1486. 1306. 
TAX UNDER OUR PROPOSALS 1817. 1653. 1608. 1564. 1476. 1347. 
INCREASE OR DECREASE IN TAX i —97. —76. —54. -10. 41. 

15000 CURRENT TAX (1966 RATES) 2508. 2430. Paley a 2206; 2146. 1948. 
TAX UNDER OUR PROPOSALS 2507. 2344. 2302: 2259: Zi73. 2048. 
INCREASE OR DECREASE IN TAX -1. —86. —50. -23. ed fe 100. 

20000 CURRENT TAX (1966 RATES) 3880. 3790. 3700. 3610. 3430. 3184. 
TAX UNDER OUR PROPOSALS 3828. 3668. 3627. 3587. 3506. 3385. 
INCREASE OR DECREASE IN TAX —52. -122. —73. —23. 76. 201. 

25000 CURRENT TAX (1966 RATES) 5520. 5415. 5310. 5205. 4995. 4680. 
TAX UNDER OUR PROPOSALS 5356. 5199. 516l. 5123. 5048. 4936. 
INCREASE OR DECREASE IN TAX —164. —216. -149. —82. 53. 256. 

30000 CURRENT TAX (1966 RATES) 7460. 7340. 7220. 7100. 6860. 6500. 
TAX UNDER OUR PROPOSALS 7084. 6930. 6895. 6860. . 6790. 6687. 
INCREASE OR DECREASE IN TAX —376. —410. —325. —240. -70. 187. 

40000 CURRENT TAX (1966 RATES) 11850. LIT TS. 11580. 11445. leo, 10770. 
TAX UNDER OUR PROPOSALS 10868. 10715. 10683. 10650. 10585. 10488. 
INCREASE OR DECREASE IN TAX —982. —1000. -897. —795. —590. —282. 

50000 CURRENT TAX (1966 RATES) 16350. 16215. 16080. 15945. 15675. 15270. 
TAX UNDER OUR PROPOSALS 15046. 14896. 14866. 14837. 14777. 14688. 
INCREASE OR DECREASE IN TAX —1304. —1319. -1214. —1108. —898. —582. 

70000 CURRENT TAX (1966 RATES) 26240. 26090. 25940. 25790. 25490. 25040. 
TAX UNDER OUR PROPOSALS 24024. 23877. 23850. 23823. 23770. 23689. 
INCREASE OR DECREASE IN TAX —2216. -2213. -2090. —1967. -1720. —1351. 

100000 CURRENT TAX (1966 RATES) 42130. 41965. 41800. 41635. 41305. 40810. 
TAX UNDER OUR PROPOSALS 38407. 38263. 38238. 38213. ° 38164. 38090. 
INCREASE OR DECREASE IN TAX —3723. —3702. —3562. —3422. -3141. —2720. 

200000 CURRENT TAX (1966 RATES) 101910. 101715. 101520. 101325. 100935. 100350. 
TAX UNDER OUR PROPOSALS 88402. 88258. 88234. 88210. 88162. 88090. 
INCREASE OR DECREASE IN TAX ~13508. —13457. -13286. —13115. -12773.  -12260. 


Note: See assumptions in Appendix |. 
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TABLE |, 4-2 


EFFECTIVE AVERAGE TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS 
FOR A FAMILY UNIT WITH 50 PER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 


INCOME 
ed cee 2 64 ek BL Se Eo eg cee eae a Py A 


NUMBER OF CHILDREN 


0 1 2 3 ) 8 

1500 CURRENT TAX (1966 RATES) 0.000 0.000 0.000 0.000  —-0.000 0.000 
TAX UNDER OUR PROPOSALS 0.000 0.000 0.000 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0.000 0.000 0.000 0.000 0.000 0.000 

2000 CURRENT TAX (1966 RATES) 0.000 0.000 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.000 0.000 0.000 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0.000 0.000 0.000 0.000 0.000 0.000 

2500 CURRENT TAX (1966 RATES) 0.015 0.008 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.014 0.000 0.000 0.000 0.000  —0.000 

CHANGE IN EFFECTIVE RATE -0.001  ~0.008 0.000 0.000 0.000 0.000 

3000 CURRENT TAX (1966 RATES) 0.034 0.021 0.009 0.004 0.000 —0.000 
TAX UNDER OUR PROPOSALS 0.033 0.000 0.000 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE -0.001  -0.021  -0.009  -0.004 0.000 0.000 

3500 CURRENT TAX (1966 RATES) 0.048 0.037 0.026 + 0.015 ~—0.002 0.000 
TAX UNDER OUR PROPOSALS 0.049 0.001 0.000 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0.002  -0.036  -0.026  -0.015 -0.002 0.000 

4000 CURRENT TAX (1966 RATES) 0.058 0.048 0.038 + 0.029 += 0.010 ~SSs«é0. 000 
TAX UNDER OUR PROPOSALS 0.062 0.020 0.008 0.000 0.000 0.000 

CHANGE IN EFFECTIVE RATE 0.005 -0.028  -0.030  -0.029 -0.010 0.000 

5000 + CURRENT TAX (1966 RATES) 0.081 0.070 0.059 0.050 ~—0.033 0.010 
TAX UNDER OUR PROPOSALS 0.084 0.051 0.041 0.032 0.013  —-0.000 

CHANGE IN EFFECTIVE RATE 0.003 -0.019 -0.018  -0.018  -0.020 -0.010 

6500 CURRENT TAX (1966 RATES) 0.105 0.096 0.087 0.079 0.062 ~—0.038 
TAX UNDER OUR PROPOSALS 0.107 0.082 0.075 0.068 0.054 ~—- 0.033 

CHANGE IN EFFECTIVE RATE 0.002 -0.014 -0.012 -0.011 -0.008 -0.005 

8000 CURRENT TAX (1966 RATES) pigs 0.117 0.109: >») 0.101!) 10.085, G08 0.064 
TAX UNDER ‘OUR PROPOSALS Or124s &0-LOSAMNTGIOOT WIE 0.09210 D.080' > 0.063 

CHANGE IN EFFECTIVE RATE -0.001 -0.014  -0.012 0.010 -0.005  ~0.001 

10000 = CURRENT TAX (1966 RATES) acre Pesttd.732 Ca) KAO ota wrt: 108) 0.051 
TAX UNDER OUR PROPOSALS 0139 0.123 gARQ0178 MU OU MAD105 . 0,092 

CHANGE IN EFFECTIVE RATE 0.001 -0.010  -0.008 -0.007 -0.004  -0.001 

12000 = CURRENT TAX (1966 RATES) 0.151 0.146 0.140 0.135 0.124 0.109 
TAX UNDER OUR PROPOSALS 0.151 0.138 0.134 0.130 0.123 0.112 

CHANGE IN EFFECTIVE RATE 0.000  -0.008  -0.006  -0.004  -0.001 0.003 

15000 = CURRENT TAX (1966 RATES) 0.167 0.162 0.2572) wh 0.TS29 19.143 0.130 
TAX UNDER OUR PROPOSALS 0.167 0.156 C1153 ty MAGE) WRC 6508137 

CHANGE IN EFFECTIVE RATE 0.000 0.006  -0.003  -0.002 0.002 0.007 

20000 = CURRENT TAX (1966 RATES) 0.194 0.189 0.185 0.180 0.171 0.159 
TAX UNDER OUR PROPOSALS OLOL yt OLS MGM MUM OAT SN iO. 1 35. cna 0.169 

CHANGE IN EFFECTIVE RATE -0.003 -0.006  -0.004  -0.001 0.004 0.010 

25000 CURRENT TAX (1966 RATES) O:221 =O, 21 70 TNG.2021) RAD. 20a IMMLD.200 ONIN, 187 
TAX UNDER OUR PROPOSALS 0.214 0.208 0.206 0.205 0.202 0.197 

CHANGE IN EFFECTIVE RATE -0.007 -0.009  -0.006  -0.003 0.002 0.010 

30000 CURRENT TAX (1966 RATES) 209 0,245 08" 80.240) e8 0 27 atiN. 229 @tlie.217 
TAX UNDER OUR PROPOSALS 0.236 0.231 05250 V)0'0:22919 X70 0.226 0.223 

CHANGE IN EFFECTIVE RATE -0.013 -0.014 -0.011  -0.008  -0.002 0.006 

40000 CURRENT TAX (1966 RATES) 0.29 0.2937) ) 410.2897) ~ 0.286" /1911/0.279 0.269 
TAX UNDER OUR PROPOSALS 0.272 0.268 0.267 0.266 0.265 0.262 

CHANGE IN EFFECTIVE RATE 0.025  -0.025 0.022 -0.020 -0.015  -0.007 

50000 = CURRENT TAX (1966 RATES) 01.327 yu 9 (0, 324M S071) Ma OSEOR hn). 312 0.305 
TAX UNDER OUR PROPOSALS 0.301 0.298 0.297 0.297 0.29% += 0.294 

CHANGE IN EFFECTIVE RATE 0.026  -0.026  -0.024 -0.022 -0.018  -0.012 

70000 = CURRENT TAX (1966 RATES) G/375° |” (O.373RA TAR aril) RA 0.36BARN 0.364 OON0W.358 
TAX UNDER OUR PROPOSALS 0.343 = 0.341 0.341 0.340 0.340 ~— 0.338 

CHANGE IN EFFECTIVE RATE -0.032 -0.032 -0.030  ~-0.028  -0.025  -0.019 

100000 = CURRENT TAX (1966 RATES) 0.421 0.420 0.418 0.416 0.413 0.408 
TAX UNDER OUR PROPOSALS 0.384 0.383 0.382 © 0.382—S«0.382 0.381 

CHANGE IN EFFECTIVE RATE -0.037 -0.037.  -0.036 + = -0.034 += -0.031 += -0.027 

200000 = CURRENT TAX (1966 RATES) 0.510 0.509 0.508 0.507 0.505 0.502 
TAX UNDER OUR PROPOSALS 0.442 0.441 0.441 0.441 0.441 0.440 

CHANGE IN EFFECTIVE RATE -0.068  -0.067 -0.066  -0.066  -0.064  -0.061 


Note: See Assumptions in Appendix I. 
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TABLE |, 4-3 


EFFECTIVE MARGINAL TAX RATES UNDER THE CURRENT AND PROPOSED TAX SYSTEMS FOR 
A FAMILY UNIT WITH 50 PER CENT OF ITS INCOME FROM A WORKING WIFE 


STATUS OF TAXPAYER 


GROSS MARRIED COUPLE 
EMPLOYMENT 
sre dng eka zn el elect ee 
INCOME ru 
NUMBER OF CHILDREN 
0 1 2 3 5 8 
1500 CURRENT TAX (1966 RATES) 0.000 0.000 0.000 0.000 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.000 0,000 0.000 0.000 0.000 0,000 
CHANGE IN MARGINAL RATE 0.000 0,000 0.000 0.000 0,000 0.000 
2000 CURRENT TAX (1966 RATES) 0.077 0.038 0.000 0,000 0,000  — 0,000 
TAX UNDER OUR PROPOSALS 0.071 0.000. 0.000 0.000 0,000 0.000 
CHANGE IN MARGINAL RATE -0:005  -0.038 0.000 0.000 0.000 — 0.000 
2500 CURRENT TAX (1966 RATES) 0.128 0.090 0.051 0.026 0.000 0.000 
TAX UNDER OUR PROPOSALS 0.126 0.000 0.000 0,000 0.000 0,000 
CHANGE IN MARGINAL RATE 01002 0.090  -0.051  -0.026 0.000 0.000 
3000 CURRENT TAX (1966 RATES) 0.128 0.128 0.128 0.077 0.013 0,000 
TAX UNDER OUR PROPOSALS 0147 0.007 0.000 0,000 0.000 0.000 
CHANGE IN MARGINAL RATE 0.019 0.121 -0.128  -0.077 -0.013 0,000 
3500 CURRENT TAX (1966 RATES) 02128 0,128 0128 .0.128) 190.064 9 980,000 
TAX UNDER OUR PROPOSALS 0155 0.155 0.066 0.000 0.000 0.000 
CHANGE IN MARGINAL RATE 0:027 0.027. «0.062.» -0.128 += -0.064 = 0.000 
4000 CURRENT TAX (1966 RATES) 016A. 0.1482 705928") ) 0012817 0.128 90.000 
TAX UNDER OUR PROPOSALS 0168 0.171 0.174 0.145 0.000  —-0,000 
CHANGE IN MARGINAL RATE 0.001 0.023 0.046 0.017 -0.128  — 0.000 
5000 CURRENT TAX (1966 RATES) 0.180 0.180 0.180 0.163 0.137 0.128 
TAX UNDER OUR PROPOSALS 0.180 0.182 0.183 0.184 0.184 0.041 
CHANGE IN MARGINAL RATE 0.000 0.002 0.003 0.021 0.047 -0.087 
6500 CURRENT TAX (1966 RATES) 01210 0.201 9 0/192)" |) 01861 9 0.180. a0. 
TAX UNDER OUR PROPOSALS 0.194 0.194 0.194 0.194 0.194 0,194 
CHANGE IN MARGINAL RATE 0.016  -0.007 0.002 0.008 0.014 — 0.020 
g000 CURRENT TAX (1966 RATES) 0.198 0.204 «0.204 «= 0.204 —Ss0.210 «(0180 
TAX UNDER OUR PROPOSALS 01198 0.199 0.201 0.202 0.204 0.204 
CHANGE IN MARGINAL RATE 0.000 -0.005  -0.003 0.002 -0.006 0.024 
10000 = CURRENT TAX (1966 RATES) 0.208 0.199 0.190 0.190 0.209 0.188 
TAX UNDER OUR PROPOSALS 0.206 0.208 0.209 0.211 0.213 0.213 
CHANGE IN MARGINAL RATE 0,002 0.009 0.019 0.021 0.004 — 0.025 
12000 CURRENT TAX (1966 RATES) 0:220° 0.22024 7. OF2200 ) » 0220)" .0-2207° GRO 
TAX UNDER OUR PROPOSALS Gi216 — O.21IAeCDIOeZs A VCOZR Ml OP 3L eee 
CHANGE IN MARGINAL RATE -0:004 0.001 0.002 0.005 0.011 0.043 
15000 CURRENT TAX (1966 RATES) 0.260 0.260 0.260 0.244 0.224 — 0.220 
TAX UNDER OUR PROPOSALS D233, O.IRRSANCOLPATS CDSN: M005” aren 
CHANGE IN MARGINAL RATE 201027  -0.024 > -0.019) 1 = + 0.0011 940.030 0.082 
20000 + CURRENT TAX (1966 RATES) 0.300 0,300 »~=—«0.300-S «0.300 0.300 0.260 
TAX UNDER OUR PROPOSALS O:970.  OLZTA ARATE, AUCOMBSI) 0295" ae 
CHANGE IN MARGINAL RATE 0.030 0.028 0.022 -0.017 -0.005 0.050 
25000 | CURRENT TAX (1966 RATES) 0.350 0.350 0.350 0.350 0.350 0.350 
TAX UNDER OUR PROPOSALS 0.310 0.312 01318 © 0.323» 0.335 (0.350 
CHANGE IN MARGINAL RATE 0.040  -0.038  -0.032 -0.027 -0.015 0,000 
30000 + CURRENT TAX (1966 RATES) 0.400 0.400 0.400 0.400 0.400 0,400 
TAX UNDER OUR PROPOSALS 0:350 0.351 0.356 0.360 ~~ 0.369 ~=—_0.380 
CHANGE IN MARGINAL RATE 0.050  -0.049  -0.044 0.040 -0.031 -0.020 
40000 CURRENT TAX (1966 RATES) 0.450 0.450 0.450 0.450 0.450 0.450 
TAX UNDER OUR PROPOSALS 0.380 0.382 0.388 0.393 0.405 —0.420 
CHANGE IN MARGINAL RATE 01070 0.068  -0.062  -0.057 -0.045 0.030 
50000 CURRENT TAX (1966 RATES) 0.450 0.450 0.450 0.450 0.450 0.450 
TAX UNDER OUR PROPOSALS 0.420 0.421 0.424 0.427 0.432 0.440 
CHANGE IN MARGINAL RATE -0:030  -0.029  -0.026  -0.023 -0.018 -0.010 
70000 CURRENT TAX (1966 RATES) 0.500 0.500 0.500 0.500 0.500 0.500 
TAX UNDER OUR PROPOSALS 0.460 0.460 0.460 0.460 0.460 0.460 
CHANGE IN MARGINAL RATE 0.040 0.040  -0.040 -0.040  -0.040 -0.040 
100000 + CURRENT TAX (1966 RATES) 0.550 0.550 0.550 0.550 . 0.550 0.550 
TAX UNDER OUR PROPOSALS 0.490 0.490 0.492 0.493 0.496 —0.500 
CHANGE IN MARGINAL RATE 0,060  -0.060 -0.058 0.057 0.054 --0.050 
200000 + CURRENT TAX (1966 RATES) 0.650 0.650 0.650 0.650 0.650 0.650 
TAX UNDER OUR PROPOSALS 0.500 0.500 0.500 0.500 0.500 0.500 
CHANGE IN MARGINAL RATE 0.150 -0.150 -0.150 -0,150 -0.150  -0.150 


Note: See assumptions in Appendix |. 


INDEX 


ABATEMENTS, provincial tax, 101. 


ABILITY TO PAY, as basis for taxation, 3-36; defined as "discretionary 
economic power", 5-21, 32; recognition of differences in income, 8-13, 


32-335; recognition of differences in family responsibilities, 12-18, 


33-34; recognition of differences in specific non-discretionary expenses, 
18-21, 34; measurement of "economic power", 22-31; recommendations, 32-36; 


as principal objective in developing tax rate schedules, 154-156, 198-199. 


ACCESSIONS TAX, comparison with integrated transfer tax, 593; possible use 


of for gifts, 596-597. 


ACCOMMODATION, comparison of cost for married couples and unmarried 


individuals, 15. 


ACCOUNTING METHODS AND PRINCIPLES, cash basis v. accrual method for compu- 
ting comprehensive tax base, 71-75, 106; application of accounting 
practices in determining income from business or property, 75-76, 106; 


present use in determining deductions, 77. 


ACCRUAL METHOD, of accounting, see ACCOUNTING METHODS AND PRINCIPLES. 
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ADJUSTED COST BASIS, see COST BASIS. 


ADMINISTRATION, effect of block averaging proposals, 269; of tax on 
property gains, 382-483; problems in preventing tax deferment in con- 


nection with pension and insurance plans, 4i1; of taxes on gifts, 510-513. 


AGED, concessionary allowances for, proposals, 220-221; deemed gift with 


respect to free room and board, 229. 
AIRCRAFT, employee use, 2306; of non-residents, tax exemption, 532. 


ALIMONY AND MAINTENANCE, present deductibility of payments, 81; payments, 


tax treatment for family tax unit, a oe 
AMALGAMATIONS, corporate, see REORGANIZATIONS. 


ANNUITIES, see also RETIREMENT INCOME PLANS; registered, government, use 
for income averaging, 274-275, 280; as retirement income plans, 401; 
individual, present tax treatment, 403, 405-406, 408; non-registered, 
proposed tax treatment, 434-456; as gifts, hg1-h9oh, 514, 518; government, 
payments under, 536; group, selected data, 581; alternative tax treatment, 


610. 
AUSTRALIA, income averaging, 250; tax avoidance legislation, 572. 
AUSTRIA, income averaging, 250; use of net wealth tax, 600, 604. 


AUTHORS, income averaging, present legislation, 245-246; income averaging 


in Australia, 250. 
AUTOMOBILES, employee use, 306. 
AVERAGING, see INCOME AVERAGING and BLOCK AVERAGING. 


AVOIDANCE OF TAX, effect of adopting comprehensive tax base, 71; recommen- 
dations, 103-105, 111; examination of the problem, 537-578; the meaning 


of "tax avoidance” and "tax evasion", 537-538; methods, 539-540; whether 
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tax avoidance is an evil, 540-543; the attitude of the courts, 543-552; 


the attitude of the legislature, 552-573; conclusions, 573-575. 


AWARDS, to employees, 307. 


BANKRUPTCY, treatment of debt cancellation, 531. 
BANKRUPTCY ACT, 530, 535. 


BENEFITS, death, see DEATH BENEFITS; in kind, inclusion in comprehensive 
tax base, 43-46, 55; from business, 87; from employment, 283-308, 315-320; 
from employment, present Canadian treatment, 291-293, 559-560; from 
employment, tax treatment in United Kingdom, 293-295; from employment, 
present United States treatment, 296-297; from employment, proposed 
treatment, 298- 308, 315-320; from employer contributions to retirement 
income plans, proposed treatment, 301-302; from employment, insurance 
premiums, 302-304; from employment, free, subsidized or discounted goods 
and services, 304; from employment, fees and dues, 304; maximum allowable 
for Registered Retirement Income Plans, 423; from income insurance plans, 


taxation of, 438. 


BEQUESTS, see also GIFTS and INHERITANCES; as a factor increasing “economic 


power", 25; treatment as dispositions, 354, 394; general, 465-519. 
BLINDNESS, concessionary allowance for, proposal, 219. 


BLOCK AVERAGING, see also INCOME AVERAGING; effect of marriage on block 
averaging, 126; recommended as income averaging provision, 262-269; 
period of averaging, 263-264; restriction related to size of tax saving, 
264; method of calculation, 264; starting and ending points, 265-268; 
treatment of losses, 268; comparison with United States provision, 269; 


administration, 269; computation of income, 275; recommendations, 277-278, 


BLUE BOOK, 429. 
INDEX 


654 


BOND COUPONS, uncashed, inclusion in income, 387. 
BONUS, from employment, proposed treatment, BO0is 

BRAIN DRAIN, effect of tax system, 158. 

BRITISH COLUMBIA, succession duties, 471, 598-599. 
BRITISH MEXICAN PETROLEUM COMPANY, LIDi Tvs G.1.Re, 528. 
BURSARIES, to employees, 307. 

BUSINESS, defined, 327. 


BUSINESS INCOME, use of accrual method recommended, 73, 106; deductions 
presently allowed, 77-80; earned by dependent child, exemption, 135-136; 


of dependants, deposit in Income Adjustment Accounts, 272. 


BUSINESS LOSSES, deductibility when equivalent to personal living expense, 


42; proposals for deductibility, 9¢-9), 109; income averaging, 2h8. 


CALIFORNIAN COPPER SYNDICATE v. HARRIS, 326, 399. 


CANADA PENSION PLAN, tax position, 403; effect on personal saving, 415; 
deemed Registered Retirement Income Plan, 401, 455; effect on Registered 
Retirement Income Plan maximum benefits, oh; penefits, 536; effect on 


private pension plans, 579-580. 
CANADA-UNITED STATES RECIPROCAL TAX CONVENTION, 239. 
CANADIAN INSTITUTE OF CHARTERED ACCOUNTANTS, flor 


CANCELLATION OF DEBT, inclusion in comprehensive tax base, 63 gb Oyi5Sks 


528-531, 535. 


CAPITAL, human, 43. 
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CAPITAL COST ALLOWANCES, present deductibility of depreciation, 79-80; 
use in proposed system, 88; recapture, income averaging, 248-249; need 


for transitional provisions, 38h, 


CAPITAL EXPENDITURES, present prohibition of deduction, 79-80; proposals, 


87-88, 107-108; effect of tax rates, 164, 
CAPITAL GAINS, see PROPERTY GAINS. 
CAPITAL LOSSES, present and proposed treatment, 79, 91-92. 
CASH BASIS, of accounting, see ACCOUNTING METHODS AND PRINCIPLES. 
CASUAL LABOUR, withholding tax, 314. 
CERTIFICATE, for Registered Retirement Income Plans, 425. 


CHARITABLE DONATIONS, concessionary allowances for, proposals, 222-227; 
gifts in kind, 225-226; political, 226-227; members of religious orders 
and postulants, 226; 1966 Budget Resolution, 239; limitation proposed, 


239; computation of allowable amount, 275. 
CHARITABLE ORGANIZATIONS, gifts to, 497. 
CHILD CARE, denial of expense deduction, 290. 


CHILDREN, as part of family vax unit, 13, 97, 130-141, 144; tax credits for. 
17, 34, 168, 173, 178-187, 201; effect on parents' tax liability under 
present system, 119; dependent, defined, 133, 144; aggregation of income 
with parents’, 134, 143-144; transfers between parents and children, 135, 
146; large gifts from outside family unit, 135, 147; annual deduction for 
employment or business income, 135-136, 146; withdrawal from family 


unit, 136, 147; orphans, 137; tax effect of marriage, 138-139. 
CLASSES OF TAXPAYERS, see TAX UNITS. 
CLOTHING, special, provided by employers, 307. 


INDEX 
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COMMISSIONERS OF INLAND REVENUE v. DUKE OF WESTMINSTER, 545. 
COMMON LAW WIVES, treated as part of family unit, 142. 
COMMUTING EXPENSES, deductibility, 86, 290, 313. 


COMPENSATION, for loss of office or employment, 63; for loss or destruction 


of property, 371, 395- 


COMPREHENSIVE TAX BASE, aS a measure of total economic power, 6; reason for 
using this term, 24; recommendations, 35-36, 54-57; basic features of, 
39-58; reformulated, 39-42; general implications, 43-53; amounts included 
under proposed system, 68-76; amounts excluded, 70; effects of adopting, 
71; methods of computing, cash basis v. accrual method, 71-75; amounts 
deductible under proposed tax system, 82-97; inclusion of property gains, 


337-338; gifts to be included, 479. 
COMPUTATION OF TAX, proposed methods, 99-102, Pro: 


CONCESSIONARY ALLOWANCES, general, 19-20, 34, 178-187, 213-240; 


for gifts, 141, 227-229, 237; for medical and related expenses, 213-eel, 
2335-255; for charitable donations, 222-227, 235-236; for post-secondary 


education, 229-233, 236-237. 
CONFERENCE, expenses of attending, proposed treatment, 305. 
CONSTRUCTIVE RECEIPT, application to interest income, 387. 
CONSUMPTION EXPENDITURES, as a tax base, 25-26. 
CONSUMPTION TAXES, as a method of tax collection, 29-30. 


CONTRIBUTIONS, under employee benefit plans, present deductibility, 81; 


pension plan, estimated growth, 579-584. 
CO-OPERATIVES, integration of tax with that on members, 99. 


COPYRIGHT, sale of, income averaging, 25. 
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CORPORATE INCOME TAX, proposed rate, 100; earmarked for old age security, 


eed 
CORPORATE REORGANIZATIONS, see REORGANIZATIONS. 
CORPORATION TAX, see CORPORATE INCOME TAX. 


CORPORATIONS, as intermediaries for tax purposes, 31; limitation on tax 


rate increases, 57; proposed tax treatment, 98; gifts to, 488-489. 


COST BASIS, of property, general, 355, 393; of residential property, 358, 
5993; inclusion of losses from holding property, 364, 394; of property 
replacements, 371, 395; adjusted cost basis,..5/715,0n incorporation, 371, 
395-396; of property involved in corporate reorganizations, 371-375, 
395-396; property transferred between parent and. subsidiary, 373, 395; 


computation on disposition, 381-382, 393; definition, 399. 


CREDITS, for dependent children, see CHILDREN; for foreign taxes, see FOREIGN 
TAX CREDIT; for non-discretionary expenses, including medical expenses, 
donations, gifts and post-secondary education expenses, see CONCESSIONARY 
ALLOWANCES; for working mothers, see WORKING WIVES; use of fixed tax 
credit, 16; for consumption and wealth taxes, 29, 157, 196; for taxes on 
intermediaries, 31, 52, 98, 101-102; the difference between tax credits 
and exemptions, 180; possible incorporation in rate schedules, 209; for 
tax overpayments, resulting from block averaging, 264; for succession 
duties, 471; for United Kingdom estate tax purposes, 614; for United 


States estate tax purposes, 617. 


DAMAGES, taxability of payments, 63, 69; added to cost basis of property, 91. 


DEATH, deemed disposition of property on, 51, 369-370, 394; effect on 


family tax unit, 128, 140. 
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DEATH BENEFITS, income averaging, 247; proposed treatment, 300, 318; as 


gifts, 495-496. 
DECLARATION, required upon leaving country, 376. 


DEDUCTIONS, in computing taxable income, present system, 60, 76-82, 180; in 
computing taxable income, proposals, 82-89, 95-97, 107-108; from tax, 


100-101. 


DEFERRED INCOME, see also PENSION PLANS, RETIREMENT SAVINGS PLANS, PROFIT 
SHARING PLANS, ANNUITIES, LIFE INSURANCE, INCOME INSURANCE PLANS, 
REGISTERED RETIREMENT INCOME PLANS, RETIREMENT INCOME PLANS; compensation, 
301, 461; general, 401-463; present tax treatment, 402-408; equity and 
neutrality, 409; tax deferment appraised, 409-421; social goals, 409; 
administrative implications of preventing tax deferment, 411; economic 
considerations, 411-418; general conclusions, 418-421; detailed proposals, 


401-455, recommendations, 455-459. 
DEFERRED PROFIT SHARING PLAN, see PROFIT SHARING PLANS. 
DENMARK, income averaging, 251; net wealth tax, 604. 
DEPARTMENT OF INSURANCE, 455, 589. 


DEPARTMENT OF NATIONAL REVENUE, checking of expense claims, 310; information 
re property holdings, 382; registration of pension plans, 402; pension 
plan booklet, 429; method of calculating gifts of tax on tax, 488, 607; 


gift tax statistics, 517. 


DEPENDANTS, for dependent children, see CHILDREN; gifts in support of, tax 


treatment, 178-187, 227-229. 


DEPLETION ALLOWANCES, present deductibility, 79-80; shareholder, deductibi- 


lity, 392, 298. 


DEPOSITS, in Income Adjustment Accounts, 126, 136, 259, 269-273. 
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DEPRECIATION, see CAPITAL COST ALLOWANCES. 
DISCOUNTS, on loans, 63, 69. 
DISCRETIONARY ECONOMIC POWER, as a basis for taxation, 3-37, 155; defined, 5. 


DISPOSITIONS, for capital gains tax purposes, 353-356, 394; for general tax 
purposes, 368-380, 394; exchanges of property, 369, 394; on death, 
369-370, 394; excluded transactions, 370, 395-396; exclusions for certain 
corporate reorganizations, 371-575, 395-396; on change of residence, 
376-378, 394; accrual of gains or losses, 378-380; deemed, of benefits 


from Registered Retirement Income Plans, 427. 
DIVIDEND STRIPPING, see SURPLUS STRIPPING. 
DIVIDEND TAX CREDIT, see CREDITS. 


DIVIDENDS, policy, see POLICY DIVIDENDS; taxation of, 390; refund of corpo- 
rate tax on dividends received by Registered Retirement Income Plan, 


4223 participating, 446, 452. 
DIVORCE, tax effect, 129, 139. 
DOMINION BUREAU OF STATISTICS, 281, 417, 581-584. 
DOMINION SUCCESSION DUTY ACT, 472, 598. 
DONATIONS, see CHARITABLE DONATIONS. 


DOUBTFUL ACCOUNTS, present deductibility, 81; in connection with property 


income, 89. 


DUES, paid by employer, 304; union, deductibility, 307, to recreational 


eliuibe, 31%. 


ECONOMIC GROWTH, effect of lower tax rates, 153; effect of tax credits for 


working wives, 210. INDEX 
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ECONOMIC POWER, total, defined, 5; measurement of for tax purposes, 22-31; 


use of consumption expenditures to determine, 25-26; use of wealth to 


determine, 27-29. 


EDUCATION, purpose of tax allowance for, 180; post-secondary concessionary 


allowances, 229-233, 236-237; fees paid by employer, 407. 


EMIGRATION, factors affecting, 150; partially offset by immigration, 205; 


requirement for tax clearance, 376, 394. 
EMPLOYEE, defined, 290; of another country, tax exemption, 534. 


EMPLOYEE EXPENSES, present deductibility, 81, 86, 284, 293, 308-310; 
proposed deductibility, 86, 95, 106, 289-290, 311-314; present United 


Kingdom treatment, 295-296; present United States treatment, 297-298. 
EMPLOYEES! PROFIT SHARING PLANS, see PROFIT SHARING PLANS. 


EMPLOYMENT INCOME, for benefits, see BENEFITS; for deductions, see EMPLOYEE 
EXPENSES and specific item headings; use of cash method of computing, 
71-73, 106; earned by dependent child, 135-136, 272; general, 283- 32h; 
income and deduction problems, 283-285; the present Canadian system, 
290-293; the present United Kingdom system, 293-296; the present United 
States system, 296-298; proposed treatment of gross gains, 298-308; lump 
sum receipts, proposed treatment, 299-300; non-accountable allowances, 
proposed treatment, 300; deferred compensation, proposed treatment, 301; 
retirement income plans, proposed treatment, 301; costs of business 
trips, 305-306; miscellaneous income, 307; exclusions from income, 50s 
withholding of tax, 314-315; recommendations, 315-321; comparison of 


present and proposed taxes on wage earners, 633-638. 


ENFORCEMENT, problems under present system, 120-122; potential problem 


arising from proposed aggregation of family income, 189. 


ENTERTAINMENT EXPENSE, proposed rules, 288, 306, 316, 319; treatment in 


United Kingdom, 294; deemed personal expenses, 313. 
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ESTATE TAX, abolishment of, 41, 70, 105; equity of present tax system, 119; 
liability for, 470-471; appraisal of, 472-473; effect on sales of 
businesses, 476-477; defects of present tax, 591-593; in the United 


Kingdom and United States, 613-618. 


ESTATE TAX ACT, property passing on death, 470-472, 516; transfers for 
inadequate consideration, 480; definition of "property", 483; exemptions, 
496, 604; "quick succession" provisions, 500; valuation of property, 
900-501; deferred payment provision, 504; tax on property of persons 
domiciled outside Canada, 509; administration of estate tax, 510; liens 
On property, 512, 516; cancellation of debt, 517; gifts prior to death, 
518; valuation of annuities, 518; treatment of gifts, 593; applicability, 
598; tax-paid gifts, 607; adjustments for premature death of annuitant, 


610; property taxed, 613. 
EVASION OF TAX, the meaning of "tax avoidance" and "tax evasion", 537-538. 


EXCHEQUER COURT, interpretation of section 12(1)(a), 79; attitude toward 


tax avoidance, 545-548. 


EXEMPT INCOME, under present tax system, 80; expenditures to produce, 80, 


ogi. 
EXEMPTION CERTIFICATE, for use by tax-exempt entities, 389, 398. 


EXEMPTIONS, marital, discussion of use of fixed marital exemption, 16; for 


dependent children, 17; proposed basic income tax exemptions, 20, 34, 70-71, 


157, 167, 200; lifetime, for gains on sale of residential property, 69, 
70, 105, 353, 357, 395; lifetime, for gifts, 126, 137, 227, 478, 499; 
annual, for gifts, 137-138, 227, 478, 498; personal, present, 180; income 
tax, the difference between tax credits and exemptions, 180; personal, 
effect of substituting tax credits for, 183, 186; personal, possible 
incorporation in rate schedules, 209; farm property Sains, 353, 357, 395; 


for gifts, present, 470, 496-499; for involuntary gifts, 499-500; for 
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gifts to non-residents, 507; personal, reductions for family allowances, 
522; tax, for debt instruments sold by government, 532; statutory, 
withdrawal, 532; ship or aircraft of non-residents, 532; Royal Canadian 
Mounted Police pensions, 534; German compensation, 533; tax, Halifax 
Disaster pensions, 554; for service pensions, 553; prospecting, 5333 
employees of another country, 534; Governor General and Lieutenant 
Governors, 534; municipal officers, 534; for United Kingdom estate tax 


purposes, 614; for United States gift tax purposes, plow 
EXPENDITURES ARTIFICIALLY REDUCING INCOME, present tax treatment, 80-81. 
"EXPENSE ACCOUNT LIVING", see EMPLOYMENT INCOME, also BENEFITS. 


EXPENSES, see also DEDUCTIONS and EMPLOYEE EXPENSES; recommended deducti- 


bility, 41. 


EXPROPRIATION, taxability of proceeds, 63, 69, 355, 371, 394-395. 


F 


FAMILIES, as taxable units, 5-6, 12-13, 33, 97, 110, 122-125, 144; defined 
for tax purposes, 13, 132-134, 144; consisting of spouses only, 125-130; 
commencement of family tax unit, 126-127, 134, 144; childless marriages 
lasting less than five years, 127; termination of family tax unit, 
128-120; 139-141, 148-149; effect of death on family tax unit, 128, 148- 
149; effect of remarriage of surviving spouse on family tax unit, 129, 
149; effect of divorce or separation on family tax unit, «129; 148; effect 
of cessation.of residence on family tax unit, Loos 149; inclusion of 
dependent children in family tax unit, 130-141, 144; effect of withdrawal 
of child from family unit, 136; tax on new unit resulting from marriage, 
138-139, 147; inclusion of other dependants in family unit, 141-142; tax 
treatment for common law wives, 142; fraction of income available for 
discretionary use, 156, 199; proposed income tax rate schedules, 157, 168, 


173-178, 202-203; income taxes payable in the United States and 
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Canada, 158-162, 173-187, 199; tax effect of aggregating incomes, 187-193; 


range of incomes over which marginal tax rates should vary, 199. 


FAMILY ALLOWANCES, effect on present personal exemptions, 180; present 


exemption from tax, 160; as transfer payments, taxation Of, 521-526, 534. 
FAMILY UNIT, see FAMILIES. 
FARM PROPERTY, lifetime exemption for gains, 105. 


FARMERS, effect of restricting loss deductions, 95; income averaging, 2h4-2h6, 
263; exemption for gains on farm property, 557-359, 395; losses on farm 


property, 363-364, 


FEES, directors', present taxation, 292; paid by employer, 304; for employee 


education, 307; to recreation Clubs, 313; to investment counsel, 491. 
FELLOWSHIPS, to employees, 4307. 
FINANCE ACT, 294, 528, 613. 
FINLAND, use of net wealth tax, 600, 60h, 
FISHERMEN, income averaging, 244-2h6, 
FOREIGN BUSINESS CORPORATIONS, 102, 
FOREIGN EXCHANGE, taxability of profits, 63, 69. 


FOREIGN TAX CREDIT, present, 111; extension to property gains, 353; for 
gains realized after change of residence, 378; to non-residents, for 
pension payments, 441; for foreign estate taxes or Succession duties, 
471; for gifts to non-residents, 508; for foreign taxes on gifts, 509; 


for United Kingdom estate tax purposes, 611, 
FORGIVENESS OF DEBT, see CANCELLATION OF DEBT. 
FRANCE, importance of direct taxes, 207; estate tax convention with, 510; 


gift tax system, 603. 
INDEX 
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FRONT & SIMCOE LTD. v. M.N.R., 546. 


G 


GAINS IN KIND, see also BENEFITS; included in comprehensive tax base, 41. 


GAMBLING GAINS, see also WINDFALLS; inclusion in comprehensive tax base, 


521, 526-527, 535. 
GERMAN COMPENSATION PAYMENTS, 533. 


GERMANY, importance of direct taxes, 207; income averaging, 250; gift tax 


system, 603. 


GIFTS, see also GIFT TAX and CHARITABLE DONATIONS; the proposed system, 13, 
465-519; to close relatives, 19, 35, 227-229, 237; inclusion in compre- 
hensive tax base, 25, 35, 40-41, 54, 70, 105, 465-469, 477, 479, 5133 
as personal consumption expenditures, 42, 55; deemed to be dispositions 
of property, 51, 354, 394; present taxability, 63, 469-477, 591-5933 
treatment in United Kingdom, 65; lifetime exemption proposed, 426 AST, 
227, 478, 498-499, 514; to dependent children from outside family unit, 
132, 135-136, 147, 272, 279; annual exemption proposed, 138, 227, 478, 
498, 514; need for averaging provisions, 242; defined, 465, 480; transfers 
for inadequate consideration, 480-481, 513; powers of appointment and 
encroachment, 481-482, 513; conditional, 483; definition of "property", 
483-485; meaning of "receipt", 485-488; tax-paid, 488, 607-608; to corpo- 
rations, 488-489, 514; in instalments, 489-490, 609-611; annuities, 491- 
4gh, 514; involving proceeds of insurance and pension plans, 495-496; 
successive transfers, 499-500, 514; valuation of property, 500-502, 515; 
time of valuation, receipt and payment, 502-504, 515; rate schedules and 
averaging, 504-505, 515; to non-residents, 507-509, 515; of property 
situated in Canada, on death, 509-510, 516; credit for foreign taxes, 
509, 516; tax conventions, 510; taxpayer compliance, administration, and 


enforcement, 510-513; gift tax statistics, 517; alternative methods of 
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taxing, 591-605; tax treatment in United States, 615. 


GIFT TAX, see also GIFTS; abolishment of, 41, 70, 105; appraisal of present 
system, 119-120, 469-477, 591-593; exemptions, 496-499; in the United 


States, 613-618. 
GOODWILL, deductibility of expenditures on, 88. 
GOULD v. GOULD, 548. 


GOVERNMENT EXPENDITURES, financing through taxes based on ability to pay, 


32; comparison of Canadian and United States levels, 207. 
GOVERNOR GENERAL, taxation of expense allowances, 301; tax exemption, 534. 
GREGORY v. HELVERING, 549. 


GROUP INSURANCE, see INSURANCE. 


HELVERING v. ELKHORN COAL CO., 551. 

HOBBY BUSINESSES, proposed treatment of losses, 93-95. 
HOBBY FARMS , see HOBBY BUSINESSES. 

HOUSEHOLD EXPENSES, deduction not equitable, 210. 
HOUSING, provided by employer, 304. 


HUSBAND AND WIFE, as family tax units, see FAMILIES; working wives, 
see WORKING WIVES; comparison of tax status of married couple and 
single individuals, 14-18, 33-34, 117-120, 142-143, 169; problems 
of tax enforcement, income splitting, 120-122, 128; transfers between 
spouses, proposed tax treatment, 127, 146; common law wives, lH2; 
effect of filing separate returns under proposed rules, 189-191; 
wife employed by husband, effect on tax credit for wife, 210. 
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IMPUTED INCOME, inclusion in comprehensive tax base, hi, 47-49, 56, 118-119; 


deduction of household expenses, 210. 


INCOME, for proposals, see COMPREHENSIVE TAX BASE; from business, see 
BUSINESS INCOME; from employment, see EMPLOYMENT INCOME; from property, 
see PROPERTY INCOME; discretionary, see DISCRETIONARY INCOME; exempt, 
see EXEMPT INCOME; imputed, see IMPUTED INCOME; amounts included under 
present tax system, 60-67; present distinction between capital and 
income, 62; other gains presently not included, 63; influence of 
United Kingdom on present determination of, 63-65; influence of vEeen 
States on present determination of, 65-66; appraisal of present 


system, 66-67; deductions under present tax system, 76-62, 


INCOME ADJUSTMENT ACCOUNTS, tax treatment of deposits on marriage, 
126-127; deposits with respect to gifts or bequests to and income of, 
dependent children, 136, 147, 272, 279; as income averaging method, 
259-260, 269-273, 278-279, 348; limitations on reductions in current 


income, 270; speculation, 270-271; withdrawals, e7l-e7e2. 


INCOME AVERAGING, see also BLOCK AVERAGING and INCOME ADJUSTMENT ACCOUNTS; 
general, 102, 241-281; present legislation, 244-250, 276; farmers 
and fishermen, 244-245; authors, 245-246; present treatment of lump 
sum payments, 246-248; treatment of losses, 248, 261; stock options, 
248; recapture of depreciation and revaluation of inventory, 248-249; 
treatment in other countries, 250-254; alternatives to present position, 
255-261; progressive averaging, 256-257; moving average, 257-2583 
deferment of tax, 258; carry-over of unused personal exemptions or 
tax credits, 258; use of Income Adjustment Accounts, 259-260, 269-273, 
278-279, 348; Registered Retirement Income Plans, 260-261, 273-275, 279; 
asset revaluation, 261, 274; recommended treatment of lump sum and 


fluctuating incomes, 261-280; recommended residence requirement, 261; 
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block averaging recommended, 262-269, 277-278; other recommended procedures, 
273-275; deferment of tax payments for non-cash income, 27%; registered 
annuities, 274-275, 280; income subject to averaging, 275-276; for capital 


gains, 348; effect on receipts from income. insurance plans, 438-439. 


INCOME INSURANCE PLANS, premiums, see PREMIUMS; defined, 401; present tax 
treatment, 407-408; equity and neutrality, 409; tax deferment appraised, 


409-421 ; recommendations, 436-439, 458, 


INCOME SPLITTING, by husband and wife, 120-122, 128; through gifts to 
dependants, 136-139; in the United States, 173-174; as a method of tax 


avoidance, 539-50. 


INCOME TAX ACT, as present statute, 60; section 138, 105, 568; personal 
exemptions, 180; income averaging provisions, 244-249; employee deductions, 
285; definition of "employment", "employee", "officer", 290; taxation of 
employment income, 291; proposed charging section, 298; prohibition of 
deduction of personal and living expenses, 5le; definition of "business", 
327; amalgamation provisions, 373; requirements for registration of 
Registered Retirement Income Plans, 428; taxation of gifts, 469, 593; 
transfers for inadequate consideration, gift tax, 480; definition of 
"property", 483; loans of property, 485; charitable organizations, 497; 
administration of income and gift taxes, 510; deduction of estate taxes 
and succession duties, 517; taxation of annuities, 518; sundry income 
provisions, 521; exempt income, 531, 535; tax avoidance and tax evasion, 
2573; provisions permitting tax avoidance, 539; cases under section els 
544-545; provisions directed at tax avoidance, 553, 558; meaning of 


"arms' length", 561, discretionary powers of Minister, 567. 


INCOME TAX REGULATIONS, for travel and entertainment, 288, 305-306; for 
employee expense deductions, 290; proposed, for employee benefits, 298; 


relief from withholding tax, 315. 
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INCOME WAR TAX ACT, 60, 62, 78, 120, 150, 281, 308, 539. 
INCORPORATION, transfer of property upon, 355, 37/1; She 
INDIA, income averaging, 252; net wealth tax, 600, 604. 


INDIVIDUALS, as tax units, 97, 110, 117-lee, 142, 146, 148; current and 
proposed tax rates, 157, 165-172, 199, 201-202; differences between 


Canadian and United States income taxes, 161. 
INFLATION, effect on capital gains, 349. 
INHERITANCE TAX, see SUCCESSION DUTIES and ESTATE TAX. 


INHERITANCES, see also BEQUESTS; for specific proposals, see GIFTS; 
inclusion in tax base recommended, 40-41, 70, 105; present taxability, 
63; treatment in United Kingdom, 65; treatment in United States, 663 


need for averaging provisions, 242; included in term "gift", 465. 


INSURANCE, income, see INCOME INSURANCE; life, see LIFE INSURANCE; 
premiums, see PREMIUMS; unemployment, see UNEMPLOYMENT INSURANCE ; 
workmen's compensation, see WORKMEN'S COMPENSATION; proceeds, 63, 69, 
105; hospital and medical, treatment of employee benefits, 303; 
salary continuance, see INCOME INSURANCE PLANS; proceeds reinvested 
in similar property, exclusion from tax, 3/0; group, present tax 


treatment, 407-408; group, proposed tax treatment, 436-439, 458. 
INTEGRATED TRANSFER TAX, possible use for gifts, 593-596. 
INTER VIVOS GIFTS, see GIFTS. 


INTEREST, in United States, 49, 55, 158, 205; present and proposed 
deductibility, 49, 56, 81, 206, 391-392, 397-398; added to cost 
basis of property, 91, 355, 358, 393-394; paid on deposits in Income 


Adjustment Account, 136, 259, 273, 278; on refunds resulting from 
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block averaging, 262; effect of rate changes on capital gains, 449-450; 
taxation of income, 387-390, 397; on government bonds, not transfer 


payment, 536. 


INTERMEDIARIES, see also CO-OPERATIVES, CORPORATIONS, TRUSTS; defined, 31; 


taxes proposed, 31, 36, 51-53, 57, 59, 68, 71, 98-99, 110. 
INTERNAL REVENUE CODE, 297. 
INTERNAL REVENUE SERVICE, 297; use of "business purpose" doctrine, 550. 


INVENTORIES, deductibility of expenditures on, 88-89; revaluation, income 


averaging, 248-29; need for transitional provisions, 383. 


INVENTORS, lack of income averaging provisions, 245; income averaging in 


Australia, 250. 
INVESTMENT, effect of proposals, 153-155, 164, 196, 200. 
INVESTMENT INCOME, see PROPERTY INCOME. 
IRELAND, estate tax convention with, 510. 


ITALY, importance of direct taxes, 207; income averaging, 251. 


JAPAN, income averaging, 251; net wealth tax, 604. 


JOINT RETURNS, see RETURNS. 


LABOUR SUPPLY, effect of lower tax rates, 153; effect of tax credit for 


working wives, 2l0O. 


LAND, deductibility of expenditures on, 88, 
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LATILLA v. C.T.R., 546. 
LEGACIES, see INHERITANCES. 
LIABILITY FOR TAX, of members of family unit, 134-135. 


LIEUTENANT GOVERNORS, proposed treatment of expense allowances, 301; tax 


exemption, 534. 


LIFE INSURANCE, present tax treatment, 63, 406-407; proposed tax treatment, 
69-71, 106, 441-455, 458-459; treatment of employee penefits, 302; 
property income, 442-446, 449-450; sources of policy reserves, 44h-445; 
participating dividends, 446; mortality gains and losses, 446-449; as a 
Registered Retirement Income Plan, 450-451; estate tax on, 472; payments 
as gifts, 495-496; alternative procedures for the taxation of income 


received through, 585-590. 


LIFE INTERESTS, alternative tax treatment, 610; taxation in United Kingdom, 


613-614; defined, 618. 
LIVING EXPENSES, see PERSONAL CONSUMPTION EXPENDITURES. 
LOANS, to employee, 304; of property, as gifts, L84-485. 
LOGGING TAXES, provincial, 101, 111. 
LONG-TERM ASSETS, deductibility of expenditures on, 88. 


LOSS CARRY-OVERS, general, 89-95, 108; property losses, 90-92, 108-109, 359, 
393; business losses, 92-95, 109, 248, other losses, 95; proposed effect 
on charitable donations, 239; as an income averaging method, 261; effect 


on block averaging, 268, 278. 


LOSSES, see also LOSS CARRY-OVERS, BUSINESS LOSSES, CAPITAL LOSSES; 
computation, 73; property, deductibility, 87, 89-95, 354, 359-368, 393-394; 
general proposals for deductibility, 89-95, 108; deduction of unrealized 


losses, 261; on property held for personal use, 359-360, 393; on farm 
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property, 363-364; alternative treatment of property losses, 365; defined, 
366; timing of deduction, 366-367; on revaluation of securities, 366, 394; 


gambling losses, 527, 535. 


LUMP SUM PAYMENTS, income averaging, present legislation, 246-250; treatment 
in other countries, 250-255; alternative solutions, 255-261; proposals, 
261-280, 299-300, 318; from registered pension fund, 403; from income 


insurance plans, 439. 


LUXEMBOURG, net wealth tax, 604. 


MARITAL DEDUCTION, for United States gift and estate tax purposes, 616-617. 
MARRIED COUPLE, see HUSBAND AND WIFE. 
MEALS, provided by employer, 304. 


MEDICAL EXPENSES, as non-discretionary expenses, 19, 34; concessionary 
allowances for, present and proposed, 213-219, 233-235, 238; in the United 
States and United Kingdom, 238; computation of allowable amount, 275; 


deductibility, effect on taxation of premiums paid by employer, 30%. 
oe OF PARLIAMENT, expense allowances, 292, 300, 5232. 
MINING TAXES, provincial, 101, 111. 
MINISTER OF FINANCE, comments on income averaging for inventors, 245. 
MINISTER OF NATIONAL REVENUE, discretionary powers, 567. 
MINISTERIAL DISCRETION, against tax avoidance, 111, 567. 
M.N.R. v. ANACONDA AMERICAN BRASS LTD., 112. 


M.N.R. v. ESTATE OF E.W. BICKLE, 607. 
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M.N.R. v. MACINNES, 544. 
M.N.R. v. PILLSBURY HOLDINGS LIMITED, 545. 


MORTALITY GAINS AND LOSSES, effect on insurance proceeds, 4hO: proposed tax 
treatment, 446-bug, 452; defined, 461; possible alternative methods of 


taxation, 585-590. 
MOTHERS, working, see WORKING WIVES. 
MUNICIPAL OFFICERS, expense allowances, 292, 300, 534. 


MUNICIPAL TAXES, see PROPERTY TAXES. 


NEGATIVE INCOME TAXES, present adoption not recommended, 30, 263 as 


equalizer, 209. 
NET WEALTH TAX, possible use of, 27-30, 35-36, 600-602. 
NET WORTH TAX, see NET WEALTH TAX. 
NETHERLANDS, tax avoidance legislation, 571; use of net wealth tax, 600, 604. 
NEW YORK, personal income taxes, 158-159. 


NON ARM'S LENGTH TRANSACTIONS, problems of tax avoidance, 46-47, 56, 104, 111, 


560-567; unpaid amounts, 74. 
NON-RESLIDENT-OWNED INVESTMENT CORPORATIONS, 102. 


NON-RESIDENTS, taxation of under present tax system, 60; capital gains tax, 
45%, 356-357, 393; pension payments to, recommendations, hz9-hh1, 458; 
gifts t05.907-310, 515-516; gifts from, 509-510, 516; exemption for ships 


or aarerart, 53. 


NORWAY, net wealth tax, 604. 
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"NOTHINGS", 80, 82, 88, 95. 


OBSOLESCENCE, present deductibility, 79. 

OFFICERS, defined as employees, 290. 

OLD AGE SECURITY, pensions as transfer payments, taxation of, 521-526, 534. 
OLD AGE SECURITY ACT, 115, 536. 

OLD AGE SECURITY TAX, proposed elimination, 168. 

ONTARIO, succession duties, 471, 598-599. 

ORPHANS, tax effect of withdrawal from family unit, 137. 


OXFORD MOTORS LTD. v. M.N.R., 528. 


PARLIAMENT, legislative approach to tax avoidance, 552-573. 
PARTINGTON v. ATTORNEY-GENERAL, 543, 548. 

PARTNERSHIPS, tax treatment, 98. 

PENNSYLVANIA, personal income taxes, 160. 

PENSION BENEFITS ACT, 430. 


PENSION PLANS, see also RETIREMENT INCOME PLANS, DEFERRED INCOME, and 
REGISTERED RETIREMENT INCOME PLANS; present treatment, 246-248, 402-03, 
406, 408; as retirement income plans, 401; provincial, 421; foreign or 
with non-resident members, 439-441; estimated growth, and the tax defer- 


ment involved, 579-584. 
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PENSIONS, see also PENSION PLANS and REGISTERED PENSION PLANS; service, 292, 
532-533; as gifts, 495-496; Halifax Disaster, 533; Royal Canadian Mounted 


Police, 533. 
PERMANENT ESTABLISHMENT, effect on non-resident's tax, it's 


PERSONAL CONSUMPTION EXPENDITURES, deductibility not recommended, ho, 54, 
82-87, 96, 107; present deductibility, 80; preventing deduction by 
employees, 283-284, 289-290, 312-313, 320; employee allowances for, 


present taxability, 291. 
PERSONAL CORPORATIONS, 102. 
POLICY DIVIDENDS, included in income, 586. 
POLITICAL DONATIONS, see CHARITABLE DONATIONS. 


POSTPONEMENT FEES, on income of registered retirement income plans, 433; 
on income of income insurance plans, 438; on income from life insurance, 


585-590. 
POSTULANTS, taxation, proposals, 226. 
POWERS OF APPOINTMENT, alternative tax treatment, Gli. 
POWERS OF ENCROACHMENT, see POWERS OF APPOINTMENT. 


PREMIUMS, leases, 63, 69, 390; on loans, 63, 69; life insurance, 71, ee 
586; insurance, for employees, 302-303, 318-319; to purchase annuities, 


405; for income insurance, deductibility, 4%. 


PROFIT SHARING PLANS, see also RETIREMENT INCOME PLANS and DEFERRED INCOME; 
present treatment, 247, 404-405; proposed treatment of benefits and 
employer contributions, 299-302, 318, 533; as retirement income plans, 
401; rules recommended for registration, 421-431; present requirements for 


registration of deferred plan, 460-461; benefits as gifts, 495-496. 


PROPERTY, defined, 483-485. 
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PROPERTY GAINS, inclusion in comprehensive tax base, 40-41, 54, 66-67, 
69, 105, 325-326, 337-338, 353-356, 393; realization of gains, 50-51, 
56-57, 267, 353, 368-380, 394-396; the distinction between capital 
and income, 62-63, 326-331; exemption for residential properties, 
69, 105, 353, 357-359, 395; methods of computing, 73, 106, 381-382, 393; 
deductions, 81-82, 87, 107, 381, 393; losses, 91-92, 109, 354-355, 359-368, 
393; income averaging provisions, 242, 267, 276; property revaluations, 274, 
280, 394; the present position, 326-336; equity, 331-333; neutrality, 334- 
335; certainty, 335-336; economic implications of tax on property gains, 
338-344; proposed tax rate, 344-347, 393; preferential treatment for 
property gains, 344-349; holding period, 347-349; effects of inflation and 
interest rates on equity of taxing property gains, 349-350; roll-over 
privilege, 350-351; revenue from taxing property gains, 351-352; proposals 
in outline, 353-387, 393-398; foreign tax credit, 353; application of tax 
to non-residents, 353, 393; cost basis, 355; persons taxable, 356-357, 
395; gains for tax purposes, 357, 393-396; dispositions for tax purposes, 
368-380, 394; accrued, 378-380; administration, 382-383; transitional 


provisions, 383-387, 396-397; recommendations, 393-398, 


PROPERTY INCOME, from life insurance, see LIFE INSURANCE; inclusion in 
comprehensive tax base, 40, 54, 69, 105-106, 325-326; present taxability, 
61; method of computing, 72-76, 106; deductions, 77-97, 107-109, 391-392, 
308: general, 325-400; interest, see also INTEREST, 387-390, 497; 
dividends, see also DIVIDENDS, 390; royalties, 390; rental income, -see 
also RENT, 390-391; investment income surtax, 392-393, 398; recommendations, 


393-398. 
PROPERTY LOSSES, see LOSSES and CAPITAL LOSSES. 


PROPERTY TAXES, continuation recommended, 29-30; deductibility, 49, 206; in 
United States, 58, 160; added to cost basis of property, 91, 355, 358; 
regressiveness, 154; effect of not integrating with personal income tax, 
157; possible future tax credits for, 157, 195-196; effect of future 


reductions on personal income tax exemptions, 167. 
INDEX 
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PROPRIETORSHIPS, sole, tax treatment, 98. 
PROSPECTING, repeal of tax exemption, 533. 
PROVINCES, registration of retirement income plans, 421, 29, 455. 


PROVINCIAL TAX ABATEMENTS, see ABATEMENTS. 


QUEBEC, succession duties, 471, 598-599. 


QUEBEC PENSION PLAN, tax position, 403; growth, 580. 


RATES OF TAX, withholding taxes, see WITHHOLDING TAXES; recommended personal 
income tax rates, 5-20, 32-34, 37, 100, 110, 115, 125-126, 145-146, 
153-211; recommended rates for intermediaries, De=005, Dis LOO, TiO=TUre 
115-116; criteria governing the selection of a rate schedule, 154-164, 
198-201; taxation according to ability to pay, 155-156, 198-199, 205; 
compensatory adjustments for other taxes, 156-157, 200; international 
tax comparisons, 158-162, 199; the maximum marginal rate, 162-163; the 
revenue yield of the rate schedule, 163, 200-201, 207; taxation of income 
from equity investments, 164; reconciliation of conflicting criteria, 
165-167, 200; recommended rate schedule for unattached individuals without 
dependants, 168-172, 202; recommended rate schedule for family units, 
173-179, 202; recommended treatment of dependants, 178-187; multiple 
income recipients, 187-193; allowances for working mothers, 193-194, 201; 
future tax reductions and adjustments, 194-197, 203-204; for property 
gains, 337-338, 344-348, 393; reductions in progressiveness as a means 
of increasing personal saving, 413; for gifts, 469, 504-510, 515; for 
United Kingdom estate tax purposes, 615; for United States gift and estate 


tax purposes, 616-617. 
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REAL PROPERTY, annual reporting of holdings, 382. 


RECOMMENDATIONS, the determination of a tax base, 32-36; for comprehensive 
tax base, 54-57; proposed tax system, 105-111; the tax unit, 142-19; 
rates of personal income tax, 198-204; concessionary allowances, 243-237; 
income averaging, 276-280; employment income, 315-321; property income, 
393-398; deferred income, 455-459; gifts, 513-516; taxation of transfer 


payments and miscellaneous receipts, 534-535; tax avoidance, 573-575. 
RECREATIONAL CLUBS, denial of expense deduction for employees, 290, 313. 


RECREATIONAL FACILITIES, provided by employers, 304; deductibility of costs, 


Sieh 


REFUNDS, for tax overpayment resulting from block averaging, 264; of 
corporate income tax, on dividends paid to Registered Retirement Income 


Plan, 422; to non-residents, for tax on pension plan payments, 441. 


REGISTERED RETIREMENT INCOME PLANS, see also DEFERRED INCOME and RETIREMENT 
INCOME PLANS; as income averaging method, 260-261, 273-275, 279; proposed 
treatment of employer contributions, 301-302; requirements for registration, 
421-431; as method of tax deferment, 421-434, 437, 455-457; inclusion of 
life insurance considered, 450-451; annuities purchased under, 491, 

493-94; treatment under alternative proposal for taxing deferred gifts, 


610. 


REGISTERED RETIREMENT SAVINGS PLANS, present tax treatment, 403-404; assets 


held and deductions reported, 579. 
RELIGIOUS ORDERS, members, tax exemption, 226. 
REMAINDER INTERESTS, alternative tax treatment, 611. 
REMARRIAGE, effect on family tax unit, 129. 
REMOVAL EXPENSES, paid by employer, 307. 


INDEX 
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RENT, imputed, 47-48, 58; inclusion in income, 390. 


REORGANIZATIONS, exchanges of shares, 355, 395-396; exclusion from tax, 


371, 395-397; statutory amalgamations, 373. 


RESIDENCE, deemed disposition of property on giving up Canadian residence, 
51, 130, 140, 354, 376-379, 394; present significance, 60; importance in 
new tax system, 99, 110; effect on tax credit for gifts to close relatives, 
229; effect on income averaging, 261; effect on membership in Registered 


Retirement Income Plan, 422. 


RESIDENTIAL PROPERTY, exemption for property gains, 553, 357-359, 395; 
determination of cost basis, 358, 395; deductibility of losses, 360; 


valuation at effective date, 384. 


RETIREMENT INCOME PLANS, see also ANNUITIES, DEFERRED INCOME, PENSION PLANS, 
PROFIT SHARING PLANS, REGISTERED RETIREMENT SAVINGS PLANS, REGISTERED 
RETIREMENT INCOME PLANS; proposed tax treatment, 301-302, 318, 402-408, 
421-436, 439-1, 455-458; defined, 401; equity and neutrality, 409; tax 


deferment appraised, 409-418; general conclusions, 418-421. 
RETIRING ALLOWANCES, present and proposed treatment, Boy OUeg es 318. 


RETURNS, joint, 97; United States joint returns, 160; effect of filing 
separate returns by husband and wife, 189-191; amended, for block 
averaging purposes, 262; information as to securities and real property 
owned, 356, 382; final, upon leaving country, 376; reporting of interest 
payments, 389, 397; reporting of rent payments, 391, 398; reporting of 
Registered Retirement Income Plan memberships, 425; of non-residents for 


refund of tax on pension payments, 441; of non-residents, re gifts, 508. 
REVENUE DRAG, resulting from proposed tax rate schedules, 194, 


REVENUES, FEDERAL, from capital gains tax, 3551-352. 
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ROLL-OVER, of investments, as grounds for tax exemption, 450-351. 
ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME, 294, 311. 
ROYAL TRUST COMPANY v. M.N.R., 114. 


ROYALTIES, taxation of, 390. 


SALES TAX, relationship to income, 154, 157; relative Canadian and United 
States rates, 162, 199; effect of future reduction on personal income 
tax exemptions, 167; possible future tax credits for, 196; possible 
future rate reduction, 196, 204; as a means of increasing personal 


saving, 4135; earmarked for old age security, 522. 
SALES TAX, RETAIL LEVEL, continuation recommended, 29-%0. 
SALESMEN, commissioned, as employees, 291. 

SASKATCHEWAN, personal income taxes, 158-159. 
SCHOLARSHIPS, to employees, 307. 
SCHOOLING, provided by employer, 304. 


SECURITIES, deductibility of expenditures on, 88; effect of capital gains 
tax on turn-over, 342-344; revaluation, 244, 366, 379, 394; effect of 
capital gains taxes on prices, 346; annual reporting of holdings, 356, 
382; periodic accrual of unrealized gains, 379; valuation at effective 


date, 385. 
SENATE AND HOUSE OF COMMONS ACT, 292. 
SEPARATION, of spouses, effect on family tax unit, 129, 139. 


SERVICES, gains or losses from included in comprehensive tax base, 40. 


INDEX 
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SETTLED ESTATES LIMITED v. M.N.R., 544. 

SHIPS, of non-residents, tax exemption, Des 

SOUTH AFRICA, estate tax convention with, SLUG 
STANDING COMMITTEE ON BANKING AND COMMERCE, 245. 
STATUTE OF LIMITATIONS, 528-529. 

STEER v. M.N.R., 114. 

STOCK OPTIONS, treatment of benefits, 248, 300, 318. 
STRIKE PAY, proposed taxability, 307. 

STUDENTS, concessionary tax allowances, 229-233. 


SUBSIDIARIES, transfers between parent and subsidiary corporations, 373, 


399 « 


SUBSIDIES, for workers in remote areas, 22; government, 63, 69; by employer, 


to community schools, 307. 
SUBSISTENCE, as a factor in determining income tax exemptions, rash Wy 
SUCCESSION DUTIES, credit for, 471; as alternative to present gift tax, 598. 
SUPPLEMENTARY UNEMPLOYMENT INSURANCE, see UNEMPLOYMENT INSURANCE, 


SUPREME COURT, cancellation of debt, 528; tax avoidance, 545-548; tax on 


tax-paid gifts, 607. 
SUPREME COURT OF THE UNITED STATES, 65. 
SURPLUS-STRIPPING, as a method of tax avoidance, 540. 
SURTAX, on investment income, 115, 392-393, 398. 


SWEDEN, income averaging, 251; net wealth tax exemption, 600, 604; gift tax 


system, 603. 
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SWEEPSTAKE WINNINGS, see WINDFALLS. 
SWITZERLAND, income averaging, 252; net wealth tax, 600, 604. 


SYNDICATES, tax treatment, 98. 


TAX APPEAL BOARD, appeals re employee deductions, 309. 
TAX CLEARANCE, upon emigration, 376. 


TAX CONCESSIONS, see also CONCESSIONARY ALLOWANCES; to certain industries 


and special types of corporations, 102. 


TAX CONVENTIONS, renegotiation required with respect to withholding tax on 
pension payments, 441; effect on taxation of gifts to non-residents, 


507; estate tax, 510. 


TAX UNITS, family, see FAMILIES; individuals, see INDIVIDUALS; defined, 5, 
12-13; role in proposed system, 6, 97, 110; recognition of differences in 
income, 8-12, 32-33; recognition of differences in family responsibilities, 
12-18, 33-34; recognition of differences in specific non-discretionary 
expenses, 19-20, 34; problems of equity in the present approach, 117-120, 


142-144; problems of enforcement in the present system, 120-122. 
TAXABLE INCOME, see INCOME and COMPREHENSIVE TAX BASE. 


TAX-EXEMPT ENTITIES, exemption certificates re withholding tax on interest, 


389, 398. 
TENANT vy. SMITH, 293. 
TOOLS, provided by employer, 307. 
TRADE MARKS, deductibility of expenditures on, 88. 


TRANSFER PAYMENTS, as a means of providing minimum incomes to individuals, 21; 


INDEX 
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as equalizer of tax benefits, 209; inclusion in comprehensive tax base, 
521-526, 534-535; old age pensions, 521-526, 534; unemployment insurance, 
521-526, 534; workmen's compensation, 521-526, 534; family allowances, 


521-526, 534. 
TRANSFERS OF PROPERTY, tax treatment of family unit, 135-136. 
TRANSITIONAL PROVISIONS, property gains, sai aie 396-397. 
TRANSPORTATION EXPENSE, see TRAVEL EXPENSES. 


TRAVEL EXPENSES, proposed rules for employees, 288, 305, 316-317; 
construction workers, present taxation,292; of elected representatives, 
300; transportation passes, 304; deemed personal expenses, 313; 


recommendations, 316, 319. 
TREASURY BOARD, tax avoidance, 537, 568. 


TRUSTS, as intermediaries for tax purposes, 31; integration of tax with that 
on beneficiaries, 99; under retirement savings plans, taxation of income, 
402-405; property given to, proposed treatment, 484; taxation in United 


Kingdom, 614. 


UNEMPLOYMENT INSURANCE, benefits, exclusion from income, 292; taxability 
of employer contributions, 303; as an income insurance plan, 4O1; 
present tax treatment, 407; proposed tax treatment, 436-439; benefits 


as gifts, 495-496; as transfer payment, taxation of, 521-526, 534. 


UNITED KINGDOM, taxation of imputed rent, 48; influence on Canadian tax 
system, 63-65; importance of direct taxes, 207; medical expense 
deduction, 238; income averaging, 251; present system of taxing 
employment income, 2943-296; treatment of entertainment adie aoll 306; 


"earned income allowance", 311; withholding tax system, 315; treatment 
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of property losses, 260; dispositions on death, 369; corporate 
reorganization and share exchange provisions, 375; treatment of un- 

cashed bond coupons, 387; estate tax provisions, 471; estate tax convention, 
510; cancellation of debt, 528; attitude of the courts toward tax avoid- 
ance, 542-547; tax avoidance legislation, 570-571; summary of estate tax, 


613-618. 


UNITED KINGDOM ROYAL COMMISSION ON THE TAXATION OF PROFITS AND INCOME, 537, 


540-543, 547, 554, 556-559, 571. 


UNITED STATES, treatment of rental expense, 49; imputed rent, interest, and 
property taxes, 58; influence on Canadian tax system, 65-66; income tax 
rates, effect on proposed rate schedules, 154, 167, 199-201; Canada-U.S. 
income tax comparisons, 158-162, 179, 187-188, 199; family tax treatment, 
173-174; effect of child upon family tax rate, 182-183; mortgage interest 
rates, 205; mortgage interest and property tax deductions, 206; tax 
return statistics, joint returns and itemized deductions, 206; per capita 
government expenditures, 207; medical expense deductions, 238; income 
averaging, 253-254, 269; treatment of employment income, 296-297, 312; 
distribution of property gains by income class, 331-3433; effect on 
progressive tax burden of exemption or partial taxation of capital gains, 
333; effect of capital gains tax on aggregate investment, 439; effect of 
capital gains tax on security turn-over, 343-344; holding periods, 348; 
revenue from capital gains tax, 351-352; effect of loss deduction limi- 
tations, 359; dispositions on death, 369; corporate reorganization and 
share exchange provisions, 375; treatment of uncashed bond coupons, 307; 
corporate pension fund investments, 417; study of gifts, 467; estate tax 
convention with, 510; cancellation of debt, 530; attitude of the courts 
toward tax avoidance, 548-552; gift tax, 603; summary of gift tax and 
estate tax, 613-618; comparison of U.S. and Canadian income taxes at 


different income levels, 619-631. 


UNITED STATES v. ISHAM, 549. 
INDEX 
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UNITED STATES v. MERRIAM, 548. 
UNPAID AMOUNTS, interest, 338. 
UNREASONABLE EXPENDITURES, present tax treatment, 80; proposals, 85. 


USER CHARGES, arguments against the use of, 3-4. 


VESTEY'S EXECUTORS v. C.I.R., 547. 


WAR SAVINGS CERTIFICATES, 532. 

"WASH SALES", 367, 400. 

WEALTH, see NET WEALTH TAX. 

WELLER v. COMMISSIONER, 550. 

WEST GERMANY, use of net wealth tax, 600, 604. 
WHITE v. UNITED STATES, 549. 

WIDOW, as family tax unit, 132. 

WIDOWER, as family tax unit, 122. 


WINDFALLS, inclusion in comprehensive tax base, 40, 70, 106; present 


taxability, 63. 


WITHHOLDING TAXES, on withdrawals from Income Adjustment Accounts, 271; 
United Kingdom, from employment income, 296; on employment income, 
314-315; on unallocated interest, 388; at source, on interest payments, 
389, 398; on disbursements from Registered Retirement Income ene 426 ; 


on de-registration of Registered Retirement Income Plan, 430; on income 
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of retirement income plans, 433, 4353; on income of income insurance 


plans, 438; on pension plan income of non-residents, 439; on participating 


dividends, 452; on life insurance property income, 453; on gifts to non- 


residents, 507; on investment income credited to policy reserves, 588, 


WORKING WIVES, tax credit for, 19, 193-194, 201 
180; 


3 purpose of allowance for, 
incentive problem arising from proposed aggregation of family incone, 


189; effective tax rates on wife's income, 192; ertect of tax credits on 


economic growth, 210. 


WORKMEN '® S COMPENSATION, benefits, exclusion from income, 292; taxability of 


employer contributions, 303; as an income insurance plan, 401; present 


tax treatment, 407; proposed tax treatment, 436-439; as transfer payment, 


taxation of, 521-526, 53h, 
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